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THE  BREAKDOWN  OF  IRS  TAX  ENFORCEMENT 
REGARDING  MULTINATIONAL  CORPORATIONS: 
REVENUE  LOSSES,  EXCESSIVE  LITIGATION, 
AND  UNFAIR  BURDENS  FOR  U.S.  PRODUCERS 


THURSDAY,  MARCH  25,  1993 

U.S.  Senate, 
Committee  on  Governmental  Affairs, 

Washington,  DC. 
The  Committee  met,  pursuant  to  notice,  at  1:36  p.m.,  in  room 
SD-342,  Dirksen  Senate  Office  Building,  Hon.  Byron  Dorgan,  pre- 
siding. 
Present:  Senators  Dorgan  and  Levin. 

OPENING  STATEMENT  OF  SENATOR  DORGAN 

Senator  Dorgan.  The  hearing  will  come  to  order. 

This  is  the  Senate  Committee  on  Governmental  Affairs  and  we 
are  pleased  that  all  of  you  are  here  at  this  hearing  today. 

We  apologize  very  much  for  the  disruption  this  morning.  As  you 
know,  the  Senate  held  a  long  series  of  votes  with  no  debate,  15 
minutes  for  each  vote,  and  it  was  simply  impossible  to  hold  a  hear- 
ing at  that  time.  All  the  hearings,  I  believe,  that  were  scheduled 
this  morning  had  to  be  rescheduled.  We  appreciate  your  patience. 
We  will  perhaps  try  to  contract  this  hearing  just  a  bit,  because 
there  are  some  people  on  the  witness  list  who  have  airplanes  to 
catch  this  afternoon. 

Having  said  all  that,  I  would  like  to  make  a  brief  opening  state- 
ment, and  then  I  would  like  to  call  on  the  witnesses  we  have  with 
us  today. 

To  see  why  we  were  here  today,  a  good  place  to  start  would  be  at 
the  U.S.  Tax  Court  down  the  street.  There  in  room  G-24,  you  could 
see  the  debris  from  the  nation's  current  multinational  tax  enforce- 
ment system. 

One  recent  case  is  a  good  example.  It  occupies  19  file  boxes  full 
of  legal  and  economic  arcana  that  took  10  years  and  a  small  for- 
tune to  produce.  The  judge  in  the  case  called  this  sophistry  mainly 
"useless."  He  needed  4  years  to  slog  through  the  mess,  and  his  de- 
cision came  to  240  pages — and  that  was  just  one  C£ise  and  one  cor- 
poration. 

What  was  the  point  of  this  monumental  paper  chase?  To  argue 
over  the  "correct"  prices  for  some  spare  airplane  parts  that  a  U.S. 
corporation  produced  in  the  tax  haven  of  Singapore  and  shipped 
back  to  its  U.S.  operations.  The  case  resolved  only  2  years  of  taxes, 
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1978  and  1979,  and  the  government  and  the  taxpayers  have  to 
repeat  this  same  exercise  in  years  that  are  disputed  since  then. 

So  welcome  to  the  world  of  multinational  tax  enforcement,  which 
the  U.S.  Treasury  has  turned  into  a  massive  public  works  program 
for  beltway  tax  lawyers,  accountants  and  economic  consultants, 
and  a  major  drain  on  the  public  purse.  Easily,  in  my  judgment,  at 
least  $10  billion  a  year  disappears  into  the  dark  recesses  of  this 
complicated  enforcement  mess — not  even  counting  the  costs  of  the 
bureaucracy  and  litigation. 

The  U.S.  Treasury  has  taken  a  modest  first  step  towards  a  solu- 
tion, which  is  in  the  President's  economic  plan.  But  the  new  IRS 
regulations  will  raise  well  under  a  billion  dollars,  and  the  litigation 
may  well  get  even  worse.  Corporations  will  now  have  to  justify  all 
their  internal  pricing  decisions  up  front.  This  will  be  a  potlatche 
for  economic  consultants.  But  it  will  be  a  huge  burden  for  honest 
business  taxpayers,  and  it  won't  bring  us  much  closer  to  a  solution. 

We  have  to  find  a  better  way,  and  that  is  the  purpose  of  this 
hearing.  The  Federal  Government  simply  cannot  afford  all  this  bu- 
reaucracy and  litigation,  and  neither  can  the  corporate  taxpayers. 

Fundamental  questions  of  tax  justice  are  at  stake  as  well.  The 
individuals  and  small  businesses  of  this  country  have  demonstrated 
they  are  willing  to  do  their  share.  They  have  responded  to  Presi- 
dent Clinton's  proposal  with  a  public  spirit  that  has  defied  many  of 
the  pundits.  Now  we  have  to  ask  multinational  corporations  that 
do  so  well  in  our  market  to  pay  their  fair  share  of  taxes,  too. 

If  America  raises  corporate  tax  rates,  without  a  radical  reform  of 
our  multinational  enforcement,  then  America's  smaller  businesses 
and  home-grown  producers  will  end  up  paying  the  bill,  while  the 
multinational  giants  continue  to  contribute  little  or  nothing. 

This  is  not  mere  polemics.  The  tax  avoidance  by  multinational 
firms,  and  especially  foreign-based  firms,  is  epidemic.  As  the  GAO 
will  testify  today,  some  72  percent  of  foreign  based  corporations 
that  do  business  here  pay  no  Federal  income  taxes.  These  are  not 
just  obscure  import-export  firms,  either.  We  are  talking  about  some 
of  the  largest  corporations  in  the  world,  including  foreign  auto  and 
electronics  makers  that  are  household  names,  they  do  business  in 
our  country,  earn  money  in  our  country,  but  pay  no  Federal 
income  taxes  in  our  country. 

Under  Representative  Jake  Pickle,  the  House  Ways  and  Means 
Subcommittee  on  Oversight  identified  one  foreign  auto  maker,  for 
example,  that  sold  $3.4  billion  worth  of  cars  here  in  2  years  and 
paid  no  Federal  income  taxes — not  a  penny.  Now,  how  do  we  justi- 
fy that  to  individual  taxpayers  and  Main  Street  businesses  that  are 
digging  into  their  bank  accounts  in  order  to  satisfy  their  April  15th 
obligation? 

The  answer  is  we  cannot  justify  it,  because  it  simply  is  not  fair. 
The  IRS  is  actually  helping  these  foreign  firms  to  compete  against 
U.S.  firms,  by  giving  them  tax  breaks  through  a  hapless  enforce- 
ment system.  Is  it  any  wonder  that  Treasury  has  consistently 
played  down  the  lost  revenue  and  has  tried  to  keep  the  whole  issue 
under  wraps? 

The  problem  has  festered  at  the  IRS  for  decades,  and  only  the 
explosion  in  world  trade  has  forced  it  into  the  open.  How  do  you 
distinguish  between  a  corporation's  U.S.  income  from  the  income 


that  should  be  reported  elsewhere?  That  sounds  simple,  but  it  is 
not.  The  fact  is  the  States  had  to  grapple  with  that  problem  early 
on  and  have  come  up  with  a  solution  that  I  think  makes  a  lot  of 
sense. 

I  was  involved  in  tax  administration  in  one  State,  and  was  Chair- 
man of  an  organization  called  the  Multistate  Tax  Commission  that 
brought  together  many  States,  in  a  cooperative  enforcement  effort. 
We  developed  a  formula  which  resulted  in  a  fair  apportionment  of 
a  corporations  income  among  the  various  States  in  which  it  did 
business. 

That  is  precisely  the  approach  the  Federal  Government  ought  to 
take.  There's  a  new  and  workable  way  for  corporations  to  report 
their  income  for  tax  purposes — one  that  is  simpler  for  them  and 
that  eliminates  bureaucracy,  and  that  most  importantly,  results  in 
a  fair  tax  burden  for  those  who  are  doing  business  in  this  country. 

I  am  going  to  insert  the  rest  of  my  statement  in  the  record  today. 

Opening  Statement  of  Senator  Dorgan 

To  see  why  we  are  here  this  morning,  a  good  place  to  start  is  at  the  U.S.  Tax 
Court  down  the  street.  There,  in  room  G-24,  you  can  see  the  debris  from  the  na- 
tion's current  multinational  tax  enforcement  system. 

One  recent  CEise  is  a  good  example.  It  occupies  19  file  boxes  full  of  legal  and  eco- 
nomic arcana  that  took  ten  years  and  a  small  fortune  to  produce.  The  judge  in  the 
case  called  this  sophistry  mainly  "useless."  He  needed  four  years  to  slog  through 
the  mess;  his  decision  came  to  240  pages. 

What  was  the  point  of  this  monumental  paper  chase?  To  argue  over  the  "correct" 
prices  for  some  spare  airplane  parts,  that  a  U.S.  corporation  produced  in  the  tax 
haven  of  Singapore,  and  shipped  back  its  U.S.  operations.  The  case  resolved  only 
two  tax  years,  1978-79,  moreover.  The  government  and  the  taxpayer  have  to  repeat 
this  insane  exercise  for  the  disputed  years  since  then. 

Welcome  to  the  world  of  multinational  tax  enforcement,  which  the  U.S.  Treasury 
has  turned  into  a  massive  public  works  program  for  Beltway  tax  lawyers,  account- 
ants and  economic  consultants,  and  a  major  drain  on  the  public  purse.  Easily,  at 
least  $10  billion  a  year  disappears  into  the  dark  recesses  of  the  compliance  mess — 
not  even  counting  the  costs  of  bureaucracy  and  litigation. 

The  Treasury  has  taken  a  modest  first  step  towards  a  solution,  in  the  President's 
economic  plan.  But  the  new  IRS  regulations  will  raise  well  under  a  billion  dollars, 
and  the  litigation  may  well  get  worse.  Corporations  will  now  have  to  justify  all  their 
internal  pricing  decisions  up  front.  This  will  be  a  potlache  for  economic  consultants. 
But  it  will  be  a  huge  burden  for  honest  taxpayers,  and  it  won't  bring  us  much  closer 
to  a  solution. 

We  have  to  find  a  better  way.  The  Federal  Government  can't  afford  all  this  bu- 
reaucracy and  litigation,  and  corporate  taxpayers  can't  either. 

Fundamental  questions  of  justice  are  at  stake.  The  individuals  and  small  business- 
es of  this  country  have  shown  that  they  are  willing  to  do  their  share.  They  have 
responded  to  President  Clinton's  call  with  a  public  spirit  that  has  defied  the  pundits 
and  flumoxed  those  who  think  the  sole  purpose  of  government  is  to  cater  to  greed. 

Now  we  have  to  ask  the  multinational  corporations  that  do  so  well  in  our  market, 
to  pay  their  share  too. 

If  America  raises  corporate  tax  rates,  without  a  radical  reform  of  our  multination- 
al enforcement,  then  America's  smaller  businesses  and  home-grown  producers  will 
end  up  paying  the  bill,  while  the  multinational  giants  continue  to  contribute  little 
or  nothing. 

This  is  not  mere  polemics.  Tax  avoidance  by  multinational  firms — and  especially 
foreigii  based  firms — is  epidemic.  As  the  General  Accounting  Office  will  testify  this 
morning,  some  72  percent  of  the  foreign-based  corporations  that  do  business  here, 
pay  no  Federal  income  taxes.  These  aren't  just  obscure  import-export  firms,  either. 
We  are  talking  about  some  of  the  largest  corporations  in  the  world,  including  the 
foreign  auto  and  electronics  makers  that  are  household  names. 

Under  Rep.  Jake  Pickle,  the  House  Ways  and  Means  Oversight  Subcommittee 
identified  one  foreign  automaker — fairly  typical,  it  turned  out — that  sold  $3.4  billion 
worth  of  cars  here  over  two  years,  and  paid  no  Federal  income  tax.  Not  a  penny. 


How  do  we  justify  that  to  our  individual  taxpayers  and  Main  Street  businesses  that 
are  now  digging  into  their  bank  accounts  to  pay  the  taxes  that  are  due  on  April 
15th? 

We  can't  justify  it,  because  it  simply  is  not  fair.  The  IRS  actually  is  helping  these 
foreign  firms  to  compete  against  U.S.  firms,  by  giving  them  under-the-table  tax 
breaks  through  hapless  enforcement  policies.  Is  it  any  wonder  that  the  Treasury  has 
consistently  played  down  the  lost  revenue,  and  has  tried  to  keep  the  whole  issue 
under  wraps? 

The  problem  has  festered  at  the  IRS  for  decades,  and  only  the  explosion  in  world 
trade  has  forced  it  into  the  open.  How  to  distinguish  a  corporation's  U.S.  income, 
from  the  income  that  should  be  reported  elsewhere?  It  sounds  simple,  but  it  isn't.  A 
global  enterprise  such  as  Sony,  say,  operates  through  a  multitude  of  subsidiaries 
throughout  the  world.  All  kinds  of  products  and  services  flow  back  and  forth  within 
the  corporation's  worldwide  web:  patents,  parts,  shared  overhead,  finished  products, 
and  a  zillion  other  things. 

By  putting  "prices"  on  these  transfers,  the  company  can  easily  shift  its  income  off 
its  U.S.  books  and  into  the  black  holes  in  its  international  balance  sheets.  And 
that's  what  happens. 

The  way  the  IRS  tries  to  uncover  these  shell  games  is  straight  out  of  the  Keystone 
Kops.  It  is  the  most  lawyer-intensive  system  one  can  imagine.  The  agency  dis- 
patches auditors  to  comb  through  a  corporation's  millions  of  internal  transactions — 
one  by  one — and  try  to  adjust  the  prices  to  a  hypothetical  market  level.  Usually 
such  a  market  price  does  not  exist,  because  the  transactions  are  unique  to  the  par- 
ticular corporation.  So  the  auditor  has  to  make  one  up. 

This  is  the  bureaucratic  equivalent  of  tr3dng  to  empty  the  ocean  with  a  teaspoon. 
The  IRS  is  overwhelmed,  and  big  corporations  know  it.  The  result  is  a  legalistic 
quagmire  in  which  the  corporation  usually  ends  up  on  top.  The  GAO  will  testify 
today  that  in  a  recent  year,  only  5%  of  our  auditor's  assessments  on  foreign-based 
firms  were  ultimately  sustained.  Meanwhile,  medieval  disputes  over  "correct"  prices 
are  clogging  the  tax  court  at  an  increasing  rate. 

Frances  Zuniga,  a  former  IRS  examiner,  says  in  written  testimony  that  "no  one 
can  really  determine  an  arms  length  price."  Even  the  Wall  Street  Journal  suggested 
(while  misstating  the  underlying  issue)  that  the  Treasury's  enforcement  approach  is 
"impossible." 

What  makes  this  situation  truly  strange,  is  that  a  remedy  is  at  hand.  Long  ago, 
the  states  had  to  come  to  grips  with  corporations  operating  freely  across  their  bor- 
ders. They  knew  they  couldn't  possibly  disentangle  the  spaghetti  pile  of  a  larger  cor- 
poration's internal  accounting.  So  they  devised  a  simple  formula  to  do  the  job  in- 
stead. This  formula  approach  works.  The  U.S.  Supreme  Court  has  upheld  it  contin- 
ually as  reasonable  and  fair.  Today,  we  C£m  apply  that  basic  approach  to  corpora- 
tions operating  across  national  borders  as  well,  as  some  states  do  already. 

The  formula  approach  would  ease  compliance  burdens  on  honest  taxpayers.  It 
would  flush  out  the  billions  of  dollars  that  currently  disappear  into  the  enforcement 
morass.  Better  still,  the  formula  approach  would  render  the  medieval  accounting 
games  irrelevant;  corporations  could  focus  on  business  instead  of  fancy  tax  strate- 
gies, and  the  government  could  save  money. 

No  wonder  the  cries  of  protest  on  K  Street.  Transfer  pricing  schemes  have  become 
a  major  industry  in  this  town.  This  one  tax  avoidance  niche  is  now  so  lucrative,  that 
the  Bureau  of  National  Affairs  publishes  a  special  "Transfer  Pricing"  newsletter 
that  goes  for  $895/yr.  Lawrence  Summers,  the  administration's  nominee  to  be 
Treasury  undersecretary  for  international  affairs,  recently  called  the  current 
system  a  "full  emplojonent  act  for  tax  attorneys." 

This  is  a  growth  industry  that  America  can  do  without.  The  IRS  can  change  with- 
out any  new  laws,  moreover.  It  has  all  the  authority  it  needs  under  laws  already  on 
the  books. 

Critics  say  that  the  formula  method  would  result  in  "double  taxation,"  by  grab- 
bing income  that  ought  to  be  reported  elsewhere.  But  there's  a  long  way  to  go  before 
we  get  even  to  single  taxation.  Besides,  regulations  could  easily  guard  against  any 
double  taxation  that  might  occur. 

Critics  also  say  that  our  tax  treaties  prohibit  the  use  of  the  formula  method.  But 
this  morning  we  will  hear  a  contrary  view.  The  purpose  of  those  tax  treaties,  after 
all,  is  to  promote  tax  enforcement,  not  frustrate  it. 

There's  a  game  going  on  here.  Lobbjdsts  for  multinational  firms  have  helped  keep 
the  IRS  mired  in  a  rut.  Then  they  go  abroad  and  say,  "See,  the  U.S.  is  using  the 
'arms-length'  method,  so  you  should  use  it  too."  Then  they  come  back  to  the  U.S. 
and  say,  in  effect,  "Now  you  can't  change  because  your  trading  partners  are  using 
this  antiquated  system  too." 


The  fact  is,  the  U.S.  is  the  world  leader  in  this  area.  Other  countries  generally 
take  their  eniForcement  cues  from  us.  To  wait  for  a  better  world  climate  is  to  wait, 
in  effect,  for  ourselves.  Already,  the  European  Community  is  actively  exploring  the 
formula  method  to  harmonize  the  tax  laws  of  the  members  nations. 

The  upshot  is  this.  Our  teix  court  is  jammed.  The  IRS  bureaucracy  is  bulging  and 
overloaded.  Honest  corporate  taxpayers  face  growing  compliance  burdens.  And  some 
of  the  largest  corporations  are  not  paying  their  fair  share.  That  sounds  an  awful  lot 
like  a  description  of  a  system  that  needs  fundamental  change. 


Questions  and  Answers  Regarding  the  Breakdown  of  Multinational  Tax 
Enforcement  and  How  to  Reform  It 

Question.  Why  Has  Multinational  Tax  Enforcement  Become  Such  a  Big  Problem? 

Answer.  Put  very  simply,  it's  because  international  commerce  has  outgrown  the 
IRS  enforcement  system.  The  problem  is  deciding  what  goes  where;  that  is,  deter- 
mining how  much  of  a  company's  income  should  be  reported  in  the  U.S.,  as  opposed 
to  other  countries.  The  Federal  Government  is  going  into  the  21st  Century  with 
19th  Century  accounting  principles,  and  the  system  is  breeiking  down. 

Question.  What  Makes  The  Task  So  Difficult? 

Answer.  The  way  a  multinational  corporation  can  shift  its  taxable  income  just 
about  anjrplace  it  wants,  through  complex  accounting  games. 

What  we  know  as  "Sony,"  say,  is  on  paper  a  multitude  of  separate  corporate  enti- 
ties located  in  countries  throughout  the  world.  These  share  overhead  and  manage- 
ment, transfer  parts  and  technology  from  one  to  another,  and  basically  operate  as 
parts  of  a  global  business  unit. 

But  the  IRS  treats  these  subsidiaries  as  entirely  separate  and  unrelated.  This  en- 
ables the  company's  accountants — the  "tax  planners" — to  shift  income  out  of  the 
U.S.  by  tinkering  with  the  "prices"  they  put  on  the  transfers  within  the  corpora- 
tion's worldwide  web.  Often,  this  income  gets  reported  nowhere,  giving  rise  to  what 
auditors  call  "Nowhere  income." 

Question.  So  What? 

Answer.  First  off,  the  tax  avoidance  gives  foreign-based  firms,  and  big  multina- 
tionals generally,  a  big  adv£mtage  over  our  own  producers  that  are  struggling  to 
keep  their  jobs  here  in  the  U.S. 

Second,  this  tax  avoidance  costs  American  taxpayers  over  $10  billion  a  year  in 
lost  revenue.  According  to  the  GJeneral  Accounting  Office,  some  72  percent  of  for- 
eign-based corporations  doing  business  here  pay  no  Federal  income  tax  at  all.  This 
means  they  get  our  defense  umbrella  and  other  important  services  absolutely  free. 

Finally,  the  IRS's  antique  enforcement  approach  has  given  rise  to  a  bureaucracy 
that  grows  bigger  by  the  year,  with  no  end  in  sight.  It  has  clogged  the  tax  court 
with  expensive  and  pointless  litigation,  and  imposed  unnecessary  burdens  on  honest 
taxpayers. 

Question.  So  Are  You  Proposing  A  New  Tax? 

Answer.  No — and  not  a  higher  tax  rate  either. 

Rather,  we're  proposing  a  simpler  and  more  modem  way  to  enforce  the  laws  al- 
ready on  the  books---a  way  that  will  reduce  tax  avoidance,  compliance  costs  for  tax- 
payers, and  also  litigation.  Foreign  based  corporations  and  other  big  multinational 
concerns  should  pay  the  same  taxes  that  our  U.S.  businesses  have  to  pay,  and 
there's  a  way  to  make  that  happen. 

Question.  What  Exactly  Does  the  IRS  Do  Now? 

Answer.  As  mentioned,  the  ERS  starts  with  a  fiction:  That  the  subsidiaries  of  a 
global  corporation  have  no  special  relationship  to  one  another,  but  rather  deal  at 
'arms  length."  Accordingly,  the  agency  dispatches  its  auditors  to  comb  through  all 
the  millions  of  transactions  within  these  worldwide  corporate  networks.  The  audi- 
tors try  to  adjust  the  prices  to  what  they  would  be  if  the  parties  really  were  dealing 
at  arms  length — ^which  they  are  not  and  have  no  business  reason  for  doing. 

Question.  That  Sounds  Like  A  Lot  of  Work? 

Answer.  It's  an  enormous  amount  of  work.  Audits  take  thousands  of  hours.  Usual- 
ly, there  are  no  comparable  market  transactions  to  use  as  a  guide,  so  auditors  have 
to  resort  to  arcane  economic  theories  to  come  up  with  plausible  numbers.  This 
vague  standard  produces  the  worst  kind  of  game-pla3dng  (by  corporate  taxpayers 
and  IRS  alike),  and  produces  £ts  well  the  medieval  legal  squabbles  that  often  take 
over  10  years — and  a  small  fortune — to  resolve.  "The  fact  is,"  a  former  IRS  auditor 
has  said,  "no  one  can  really  determine  an  arms  length  price." 

In  the  end,  the  IRS  and  taxpayers  alike  must  expend  vast  resources  simply  to 
maintain  an  economic  fiction.    "The  only  winners  under  Treasury's  current  arms- 


length  pricing  approach,"  writes  Dale  Wickham,  a  Washington  tax  attorney  and  law 
professor  who  served  on  the  staff  of  the  Congressional  Joint  Tax  Committee,  "are 
the  many  professional  middlemen — accountants,  tax  auditors,  lawyers,  economists, 
valuation  experts,  technical  information  publishers,  and  other  professionals." 

Question.  But  Doesn't  the  IRS  Have  New  Regulations  That  Will  Simplify  Things? 

Answer.  There  are  new  regulations  that  will  shift  the  burden  to  corporations  to 
justify  their  internal  pricing  policies  when  they  set  them.  This  will  narrow  the  prob- 
lem in  some  ways,  but  enlarge  it  in  others,  because  the  IRS  will  now  have  to  wrestle 
with  the  sophisticated  economic  theories  that  the  companies'  economists  will 
produce.  Also,  the  honest  companies  now  face  yet  another  compliance  burden,  be- 
cause they  have  to  produce  these  theoretical  exercises. 

Question.  So  What  Do  You  Propose? 

Answer.  A  simple  formula  approach  that  would  render  irrelevant  the  accounting 
gymnastics  and  tax  lawyering  that  thrive  under  the  current  system. 

Question.  Where  Does  That  Idea  Come  From? 

Answer.  The  States.  For  decades,  the  States  have  had  to  deal  with  the  problem 
the  Federal  Government  is  facing  now:  How  to  apportion  the  income  of  corporations 
that  operate  freely  across  jurisdictional  borders.  Unlike  the  Federal  Government, 
the  States  have  to  balance  their  budgets;  they  needed  a  system  that  was  efficient 
and  lean.  So  they  adopted  the  formula  approach. 

This  method  was  first  applied  to  railroads  and  other  utilities  operating  across 
State  lines.  Step  by  step,  the  States  applied  it  to  other  corporations  as  well.  Some 
have  used  it  in  the  multinational  arena.  The  Supreme  Court  has  upheld  the  ap- 
proach continually  as  reasonable  and  fair. 

Question.  How  Does  The  Formula  Method  Work? 

Answer.  It  is  based  on  the  premise  that  the  parts  of  an  integrated  multinational 
corporation  work  together  towards  a  single  bottom  line.  Therefore,  the  company 
should  report  its  income  in  proportion  to  the  business  in  does  in  a  particular  State 
or  nation — no  more  and  no  less.  The  most  common  formula  is  based  on  three  fac- 
tors: Property,  payroll  and  sales.  If  a  company  does,  say,  one-thirtieth  of  its  business 
in  a  particular  country  as  measured  by  these  factors,  it  would  report  one-thirtieth  of 
its  income  there  too. 

Naturally,  this  basic  formula  can  be  adjusted  to  the  peculiarities  of  international 
commerce. 

Question.  Is  This  A  Tax  Increase? 

Answer.  No.  Some  corporations  actually  would  pay  less  under  the  formula  ap- 
proach. But  tax  avoidance  would  go  down  and  revenues  would  increase,  because  the 
system  has  fewer  complexities  and  hiding  places.  The  tax  law  would  have  something 
it  doesn't  have  now:  A  relatively  clear  and  predictable  standard  for  multinational 
concerns.  That's  why  a  growing  number  of  tax  authorities  are  advocating  this  step. 
Charles  E.  McClure,  Jr.,  a  tax  official  in  the  Reagan  administration,  wrote  that  the 
Treasury  approach  "cannot  satisfactorily  divide  the  income  of  a  unitary  business." 

Question.  But  Wouldn't  This  Formula  Method  Distort  A  Company  Income? 

Answer.  No.  Distortion  happens  now,  under  the  current  IRS  method,  which  is  why 
there's  so  much  litigation  and  lost  revenue.  Corporate  taxpayers  are  thronging  to 
the  tax  court  in  increasing  numbers  to  appeal  the  agency's  assessments.  At  last 
count  there  was  some  $32  billion  at  issue  in  pending  tax  court  cases  alone,  not  even 
counting  the  ceises  in  the  agency's  appeals  pipeline.  "The  arms-length  standard  is 
impossibity  vague,"  says  David  Rosenbloom,  a  tax  attorney  with  Caplin  and  Drys- 
dale  and  a  former  Treasury  official. 

Under  the  formula  method  there  would  be  less  distortion  than  exists  now.  Oppo- 
nents often  cite  the  problem  of  start-up  costs.  Generally,  it  takes  a  few  years  for  a 
new  factory  to  start  to  turn  a  profit.  Yet  under  the  formula  method,  they  claim,  the 
factory  weighs  into  the  formula  right  away,  thus  making  more  income  taxable  in 
the  U.S. 

In  the  first  place,  such  quirks  often  balance  out  over  time.  But  if  necessary,  the 
formula  can  easily  be  adjusted  to  give  less  weight  to  new  investment  in  the  early 
years. 

Question.  What  About  The  "Double  Taxation"  Argument? 

Answer.  Opp9onants  also  claim  that  the  formula  method  would  make  multination- 
als more  vulnerable  to  taxes  on  the  same  income  in  more  than  one  country.  In  other 
words,  they  say,  the  U.S.  would  be  more  likely  to  tax  income  that  is  already  taxed 
someplace  else. 

That's  not  true.  It  sounds  plausible  in  theory;  but  in  practice  it  happens  rarely  if 
ever.  No  one  takes  all  of  a  multinational's  tax  returns  and  lays  them  down  side  by 
side.  But  if  they  did,  they'd  find  billions  of  dollars  that  fall  through  the  cracks  in 
the  world's  tax  systems. 


Until  we  have  single  taxation,  we  should  not  worry  too  much  about  double  tax- 
ation. It  would  not  be  hard  to  construct  safeguards  against  that  possibility.  Tax  ex- 
perts agree  that  in  the  long  run,  the  formula  method  offers  more  hope  for  uniformi- 
ty between  tax  systems  than  anything  the  Treasury  is  doing  now. 

Question.  Fair  Enough.  But  Can  the  U.S.  Do  This  Under  Its  Tax  Treaties  With 
Other  Nations? 

Answer.  Yes.  Nothing  is  existing  treaties  stops  the  IRS  from  using  a  formula  ap- 
proach, especially  when  the  "arms  length"  method  doesn't  work,  as  it  doesn't  in  the 
majority  of  cases.  The  purpose  of  these  tax  treaties,  after  all,  is  to  assist  enforce- 
ment, not  frustrate  it. 

A  number  of  respected  tax  authorities  say  that  formula  apportionment  could  be 
defended  successfully  as  a  way  to  implement  the  arms  length  standard,  should  a  tax 
treaty  partner  raise  such  a  challenge.  But  a  goodly  number  of  those  nations  have 
acknowledged  that  the  formula  approach  is  appropriate  in  at  least  some  circum- 
stances: The  OECD,  the  UK's  Inland  Revenue,  and  the  tax  agencies  of  France  and 
Germany.  In  fact,  the  European  Community  is  actively  considering  the  formula 
method  as  a  way  to  harmonize  the  corporate  tax  systems  of  its  individual  members. 

We  need  to  remember  that  the  United  States  is  the  world  leader  in  this  field. 
Other  nations  take  their  cues  from  us;  and  to  the  extent  they  follow  the  arms 
length  standard,  it's  because  the  U.S.  has  done  it  too.  Corporate  tax  lobbyists  are 
trying  to  tie  Congress  up  in  a  tautology.  They  say  the  U.S.  should  use  an  antiquat- 
ed, lawyer-intensive  enforcement  method  because  other  countries  do.  Then  they  tell 
those  countries  they  should  follow  it  because  the  U.S.  does. 

Question.  Are  You  Saying  The  Formula  Approach  Is  Perfect? 

Answer.  Not  at  all.  Multinational  corporations  are  sprawling,  complex  organiza- 
tions, and  any  kind  of  tax  involves  difficulties.  But  the  formula  approach  is  simpler 
than  what  the  IRS  does  now.  It  involves  less  difficulty  and  makes  sure  that  big  mul- 
tinational firms  pay  their  share. 

One  problem  under  the  formula  approach,  for  example,  is  to  define  the  integrat- 
ed, or  "unitary"  business.  A  multinational  might  own  a  subsidiary  that  is  so  isolated 
and  distinct  from  the  rest  of  the  company's  business  that  it  should  be  taxed  sepa- 
rately and  not  included  in  the  formula.  Another  problem  is  the  need  to  trginslate 
the  foreign  "book"  income  into  U.S.  accounting  standards,  so  that  the  formula  won't 
be  distorted. 

States  like  California  have  been  able  to  deal  with  such  problems,  with  much 
leaner  bureaucracies  than  the  Federal  IRS.  They  have  75  years  experience  in  defin- 
ing unitary  businesses,  and  have  done  so  to  the  satisfaction  of  the  U.S.  Supreme 
Court.  They've  also  worked  out  ways  to  handle  foreign  accounting  systems;  and 
anyway,  this  problem  is  diminishing  through  the  efforts  of  the  International  Federa- 
tion of  Accountants. 

"Of  course  the  formula  method  will  not  yield  perfect  results  in  all  instances,"  says 
Michael  J.  Mclntyre,  professor  of  law  at  Wayne  State  University,  "But  (it)  will 
produce  consistent,  fair  outcomes — a  far  cry  from  the  current  arms-length  system." 

Senator  Dorgan.  I  am  going  to  ask  that  we  begin  with  Mr. 
Gandhi,  Associate  Director  of  Tax  Policy  and  Administration 
Issues,  at  the  U.S.  GAO. 

Mr.  Gandhi,  I  have  read  your  statement  and  I  would  appreciate 
it  if  you  would  summarize  for  us  today  the  statement  that  you  are 
offering,  and  then  we  would  like  you  to  be  available  for  questions. 

Mr.  Gandhi,  you  may  proceed. 

TESTIMONY  OF  NATWAR  M.  GANDHI,  i  ASSOCIATE  DIRECTOR, 
TAX  POLICY  AND  ADMINISTRATION  ISSUES,  U.S.  GOVERNMENT 
ACCOUNTING  OFFICE;  ACCOMPANIED  BY  JOSE  OYOLA,  ASSIST- 
ANT DIRECTOR,  INTERNATIONAL  TAXATION,  LARRY  KORB  AND 
KEVIN  DALY,  TRANSFER  PRICING 

Mr.  Gandhi.  Thank  you,  Mr.  Chairman. 


'  The  prepared  statement  of  Mr.  Gandhi  appears  on  page  45. 
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Mr.  Chairman  and  members  of  the  Committee,  last  year,  we 
issued  a  report  on  transfer  pricing  issues.  We  are  pleased  to  be 
here  today  to  provide  you  with  some  updated  information. 

Joining  me  here  are  three  of  my  colleagues.  On  my  left  is  Jose 
Oyola,  Assistant  Director  in  charge  of  our  international  tax  work, 
and  on  my  right  are  Larry  Korb  and  Kevin  Daly,  who  have  been 
involved  with  our  transfer  pricing  project. 

Mr.  Chairman,  today  we  will  make  four  major  points.  First,  a 
review  of  1989  and  1990  tax  data  showed  that,  as  in  previous  years, 
a  larger  percentage  of  foreign  controlled  corporations  than  U.S. 
corporations  paid  no  U.S.  income  tax. 

Second,  IRS'  experience  in  dealing  with  transfer  pricing  issues 
has  continued  to  be  difficult  and  dollar  amounts  at  stake  have  re- 
mained in  the  billions.  IRS  examiners  have  increased  their  audits 
of  foreign  controlled  corporations,  but  IRS  has  not  yet  succeeded  in 
sustaining  examination  findings.  A  staffing  model  to  help  allocate 
IRS'  international  resources  has  not  been  adopted  yet,  and  a  new 
data  system  to  capture  all  examination  findings  is  not  yet  in  place. 

Third,  the  IRS  has  moved  toward  using  different  tools,  such  as 
advance  pricing  agreements  and  arbitration,  but  because  of  IRS' 
limited  experience  with  them,  it  is  too  early  to  tell  what  their 
eventual  impact  will  be. 

And  last,  the  challenges  of  Section  482  cases  will  remain  in  the 
foreseeable  future.  Congress  and  IRS  can  expect  continuing  prob- 
lems in  this  area  for  at  least  two  reasons: 

First,  the  growing  global  economy  will  likely  increase  the  poten- 
tial for  underpayment  of  U.S.  taxes;  and,  second,  the  arm's  length 
standard  will  continue  to  be  difficult  to  enforce.  While  new  regula- 
tions in  the  area  have  many  promising  features,  they  still  require 
taxpayers  and  IRS  to  collect  a  great  deal  of  information  and  use 
considerable  subjective  judgment  in  Section  482  audits. 

Mr.  Chairman,  now  I  will  turn  to  taxes.  As  you  can  see  in  the 
table  in  front  here,  for  each  year  from  1987  through  1990,  about  72 
percent  of  foreign  controlled  corporations  paid  no  U.S.  income 
taxes,  compared  to  about  59  percent  of  U.S.  controlled  corporations. 

The  next  table  here  provides  information  about  207  very  large 
foreign  controlled  corporations  that  did  not  pay  taxes  in  1989. 
These  corporations  had  about  10  percent  of  the  receipts  and  17  per- 
cent of  assets  of  all  foreign  controlled  corporations.  There  are 
about  1,500  similarly-sized  U.S.  controlled  corporations  that  also 
did  not  pay  taxes  in  1989,  had  about  4  percent  of  the  receipts  and 
about  13  percent  of  the  assets  of  all  U.S.  controlled  corporations. 

The  dollar  amounts  at  issue  between  IRS  and  taxpayers  in  trans- 
fer pricing  cases  have  remained  in  the  billions.  In  1992,  IRS  exam- 
iners proposed  Section  482  adjustments  to  income  of  at  least  $1  bil- 
lion for  foreign  controlled  corporations,  and  at  least  $3  billion  for 
U.S.  controlled  corporations.  At  the  end  of  September  1992,  at  least 
$14  billion  of  proposed  Section  482  adjustments  had  been  protested 
by  taxpayers  and  were  awaiting  resolution. 

IRS'  recent  experience  with  Section  482  adjustments  to  income 
and  court  cases  has  been  difficult.  For  instance,  we  found  that  IRS' 
experience  in  appeals  has  not  improved.  While  IRS  examiners  con- 
tinue to  identify  billions  of  dollars  of  proposed  income  changes,  ap)- 
peals  officials  continue  to  substantially  reduce  previous  years'  pro- 


posals.  Fifty-two  percent  of  Section  482  proposed  adjustments  were 
sustained  in  1990.  In  1991,  this  rate  for  foreign  controlled  corpora- 
tions was  23  percent,  and  the  rate  was  28  percent  for  U.S.  con- 
trolled corporations.  However,  in  1992,  the  rate  changed  to  5  per- 
cent for  foreign  controlled  corporations  and  30  percent  for  U.S.  con- 
trolled corporations. 

According  to  IRS,  the  fluctuations  in  rates  from  year  to  year  may 
be  due  to  the  resolution  of  a  few  big  cases.  Also,  IRS'  experience  in 
the  courts  has  been  disappointing.  IRS  lost  a  significant  Section 
482  issue  with  each  of  five  corporations  for  which  major  Section 
482  cases  were  decided  between  1990  and  1992. 

The  courts  have  found  that  IRS  abused  its  discretion  and  that  its 
reallocation  of  income  was  unreasonable.  These  cases  took  an  aver- 
age of  14  years  from  the  earliest  tax  years  audited.  They  also  show 
how  such  disputes  can  become  extremely  expensive  for  taxpayers 
and  the  government  in  long,  drawn-out  litigation. 

In  the  broader  area  of  managing  its  international  operations,  IRS 
did  not  meet  a  couple  of  its  needs.  It  does  not  have  up  and  running 
a  new  system  for  capturing  all  examination  data,  and  it  has  not  yet 
implemented  a  model  to  better  assess  its  international  staffing 
needs. 

However,  in  its  enforcement  efforts,  IRS  has  used  to  varying  de- 
grees certain  new  and  existing  procedural  tools,  such  as  designated 
summonses,  advance  pricing  agreements  and  additional  penalties. 
For  most  of  them,  we  found  that  it  is  too  soon  to  tell  what  the  ulti- 
mate impact  will  be. 

Turning  now  to  international  developments,  Mr.  Chairman,  the 
U.S.  economy  has  become  increasingly  influenced  by  international 
forces  in  the  last  30  years.  This  is  demonstrated  by  the  growing 
amount  of  merchandise  trade  between  affiliated  companies.  For  ex- 
ample, merchandise  exports  of  U.S.  parent  companies  to  their  for- 
eign affiliates  increased  from  $6  billion  in  1966  to  $86  billion  in 
1989,  and  represented  24  percent  of  total  U.S.  merchandise  exports 
in  1989. 

The  growing  globalization  of  the  U.S.  economy  poses  a  major 
challenge  for  IRS.  The  potential  for  underpayment  of  U.S.  taxes  in- 
creases with  the  number  of  inter-company  transactions  of  multina- 
tional corporations. 

While  we  do  not  know  the  exact  number  of  such  transactions,  we 
know  that  the  number  of  affiliates  has  increased  in  recent  years. 
For  example,  the  number  of  returns  of  foreign  controlled  corpora- 
tions increased  from  about  37,000  in  the  mid-1980's  to  about  45,000 
in  the  late  1980's. 

In  order  to  prevent  tax  evasion,  IRS  applies  the  arm's  length 
standard  to  inter-company  transactions.  This  standard  requires 
that  the  price  charged  on  a  transaction  between  related  corpora- 
tions be  the  price  that  would  have  been  charged  if  the  corporations 
had  not  been  related.  A  major  obstacle  in  enforcing  this  standard 
h£is  been  the  difficulty  in  finding  readily  identifiable  comparable 
transactions.  This  has  imposed  a  significant  administrative  burden 
on  both  taxpayers  and  IRS,  and  created  uncertainty  for  corpora- 
tions about  their  tax  liabilities. 

Early  this  year,  IRS  issued  temporary  regulations  which  provide 
guidance  on  determining  appropriate  comparable  transactions,  but 
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the  task  itself  remains  based  on  facts  and  circumstances.  The  regu- 
lations may  ease  enforcement  problems  by  requiring  increased  and 
contemporaneous  documentation.  They  also  provide  more  flexibil- 
ity to  taxpayers  in  selecting  their  transfer  pricing  methods. 

However,  the  regulations  may  add  to  the  compliance  burden  to 
the  extent  that  transactions  will  be  documented,  whether  or  not 
they  are  at  issue  with  IRS. 

In  conclusion,  Mr.  Chairman,  although  IRS  has  developed  new 
regulations  and  begin  to  expand  its  use  of  certain  tools  for  dealing 
with  transfer  pricing  issues,  we  do  not  believe  the  end  of  the  trans- 
fer pricing  challenge  is  yet  in  sight.  The  problem  is  large  and  the 
potential  for  underpayment  of  U.S.  taxes  is  growing. 

It  is  important,  therefore,  that  IRS  implement  its  managerial  ini- 
tiatives and  continue  to  monitor  the  effectiveness  of  the  regulations 
and  its  transfer  pricing  tools. 

That  concludes  my  oral  statement,  Mr.  Chairman.  I  request  that 
my  written  statement  be  put  in  the  record.  My  colleagues  and  I 
will  be  pleased  to  respond  to  any  questions  you  may  have. 

Thank  you,  sir. 

Senator  Dorgan.  Mr.  Gandhi,  thank  you  very  much.  Your  entire 
statement  will  be  made  a  part  of  the  permanent  record. 

Mr.  Gandhi.  Thank  you. 

Senator  Dorgan.  I  might  indicate  for  those  in  attendance  today 
that  we  did  ask  the  Internal  Revenue  Service  to  be  present  and  tes- 
tify, and  they  deferred.  They  do  not  have  a  Commissioner  at  this 
moment  and  are  in  the  process  of  working  on  these  issues,  I  think, 
and  are  not  yet  prepared  to  testify  to  them. 

Your  testimony  is  most  interesting,  Mr.  Gandhi.  Let  me  ask  a 
question.  You  indicate  that  72  percent  of  foreign  corporations  doing 
business  in  this  country  pay  no  Federal  income  taxes. 

Mr.  Gandhi.  Yes,  sir. 

Senator  Dorgan.  That  would  suggest  that  28  percent  do  pay  Fed- 
eral income  taxes.  Can  you  tell  me  how  many  of  those  28  percent 
pay  minuscule  or  minimum  income  taxes? 

Mr.  Gandhi.  Well,  sir,  we  have  not  studied  that  particular  issue 
yet.i 

Senator  Dorgan.  If  the  corporation  had  paid  $1,  it  be  among 
those  that  paid  taxes,  is  that  correct? 

Mr.  Gandhi.  That  is  correct,  sir. 

Senator  Dorgan.  But  you  do  not  have  a  breakdown  of  the  mini- 
mum  

Mr.  Gandhi.  We  do  not  have  it  yet,  no. 

Senator  Dorgan.  Let  me  ask  you  a  question  about  the  process 
itself. 

Mr.  Gandhi.  Yes,  sir. 

Senator  Dorgan.  Your  report  is  a  fairly  dismal  report  with  re- 
spect to  the  ability  of  the  Internal  Revenue  Service  to  deal  with 
what  they  are  confronted  with. 

Mr.  Gandhi.  Yes,  sir. 

Senator  Dorgan.  To  try  to  untangle,  transaction-by-transaction, 
all  of  these  transactions  between  affiliated  corporations  is  a  little 


'  The  report  referred  to  appears  on  page  326. 
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like  trying  to  untangle  spaghetti  from  a  large  plate  and  take  it 
apart  strand-by-strand.  It  is  almost  impossible,  it  seems  to  me. 

You  talked  about  the  new  initiative  at  the  Internal  Revenue 
Service  and  the  management  improvements.  Do  you  believe  that 
management  improvements  and  initiatives  can  be  developed  that 
would,  in  fact,  solve  this  problem  with  the  current  system?  In  other 
words,  can  the  "arm's  length"  system  work,  given  the  change  in 
the  way  business  is  done  in  this  world? 

Mr.  Gandhi.  Our  expectation  is  that  these  new  regulations  that 
IRS  has  developed  should  be  given  a  chance.  The  reason  is  that  the 
new  regulations  would  require  companies  to  keep  an  extensive  set 
of  contemporaneous  documentation  that  they  would  need  to  docu- 
ment their  transfer  pricing  practices. 

The  question  here  is  what  incentives  the  companies  have  to  do 
that.  Well,  under  the  penalty  provisions  under  the  new  regulations, 
there  is  a  greater  incentive  on  the  part  of  companies  to  do  that, 
and  I  think 

Senator  Dorgan.  Under  the  penalty  provisions? 

Mr.  Gandhi.  That  is  right,  sir.  I  think  the  new  regulations  ought 
to  be  given  a  chance  to  be  tried  out  and  let's  see  what  happens. 

Senator  Dorgan.  Mr.  Gandhi,  with  respect  to  the  administra- 
tion's proposal  for  increased  penalties,  isn't  it  generally  true  that 
people  are  only  afraid  of  penalties  to  the  extent  that  they  are 
afraid  that  their  tax  avoidance  might  be  disclosed?  If  one  has  some 
general  feeling  that  they  can  involve  themselves  in  highly  sophisti- 
cated transactions  that  are  not  going  to  be  discovered,  penalties  are 
relatively  irrelevant. 

Mr.  Gandhi.  Well,  IRS  has  increased  its  enforcement  efforts.  It 
has  put  more  international  examiners,  it  has  increased  corporate 
audit  rates,  it  has  increased  the  number  of  audits  of  foreign  con- 
trolled corporations,  as  well  as  the  U.S.  controlled  corporations. 
There  is  a  greater  level  of  vigilance  on  the  part  of  IRS  lately,  al- 
though I  think  there  is  always  an  issue  of  audit  lottery.  But  given 
IRS'  greater  vigilance,  again,  we  would  like  to  believe  at  this  point 
that  the  corporations  would  try  to  comply  with  the  new  regulations 
and  Section  482,  sir. 

Senator  Dorgan.  I  believe  you  indicated,  Mr.  Gandhi,  that  only  5 
percent  of  auditors'  assessments  are  sustained  at  the  current  time. 
We  know  that  there  are  some  $30  billion  worth  of  disputes  before 
the  tax  courts.  You  have  testified  to  other  billions  in  the  adminis- 
trative stream. 

Mr.  Gandhi.  Yes,  sir. 

Senator  Dorgan.  What  could  you  glean  from  that  information 
that  would  give  us  some  hope  that  ultimately  we  are  going  to  re- 
solve this  problem  within  the  current  enforcement  system? 

Mr.  Gandhi.  Well,  we  would  say  that  that  5  percent  is  indeed  ex- 
traordinarily low,  but  as  IRS  has  told  us,  the  settlement  of  a  few 
large  cases  can  result  in  a  rather  low  or  high  sustention  rate,  so  I 
would  not  really  dwell  too  much  on  that  very  low  5  percent. 

But  I  think  the  important  point  here  is  that,  as  exam  function 
develops  these  cases,  the  taxpayers  have  a  right  to  appeal  within 
the  IRS,  to  the  appeals  officials,  so  there  is  a  basic  tension  that 
exists  between  exams  and  appeals.  The  mission  of  appeals  is  to 
make  sure  that  the  cases  are  resolved  without  litigation,  that  they 
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are  not  sent  to  the  courts  until  that  and  that  the  hazards  of  Utiga- 
tion  are  properly  recognized. 

So  the  natural  inclination  on  the  part  of  appeals  is  to  indeed  sub- 
stantially reduce  the  adjustments  that  the  exams  have  proposed. 
But  I  would  not  really  at  this  point  suggest  that  things  are  indeed 
going  to  look  dismal  in  the  future.  I  would  let  these  regulations 
work  out  for  a  few  years  and  see  how  it  happens. 

Senator  Dorgan.  Mr.  Gandhi,  are  you  familiar  with  or  do  you 
have  an  acquaintance  with  the  work  that  h£is  been  done  by  the 
States  with  respect  to  formulary  apportionment? 

Mr.  Gandhi.  Somewhat,  sir,  yes. 

Senator  Dorgan.  Do  you  believe  that  it  can  be  used  or  that  it  is 
an  appropriate  model  for  apportioning  income  with  respect  to  inte- 
grated economic  units  operating  on  the  international  level? 

Mr.  Gandhi.  I  think  there  is  some  promise  in  that.  Nevertheless, 
I  think  the  success  of  the  State  level  should  not  be  taken  as  an  en- 
dorsement that  it  will  work  at  the  international  level,  sir,  and  for 
several  reasons.  Let  me  cite  just  as  few. 

One  is  that  there  is  a  greater  uniformity  of  tax  rates  at  the  State 
level  than  it  is  possible  in  the  international  arena.  At  the  State 
level,  we  start  with  34  percent  upper  tax  rate  and  build  upon  it.  In 
the  international  arena,  the  rates  vary  from  0  to  50-plus  percent- 
age points. 

Second,  the  economic  competition  among  various  jurisdictions 
within  the  United  States  is  not  as  great  as  you  may  find  in  the 
international  area.  Also,  the  market  conditions,  the  business  envi- 
ronments, the  pricing  of  goods,  the  different  labor  costs,  all  that 
vary  to  a  greater  degree  in  the  international  arena  than  again 
within  the  United  States.  So  I  would  be  somewhat  hesitant  to  sug- 
gest at  this  point  that  that  model  indeed  would  work. 

Further,  I  believe  there  is  also  the  concern  about  the  coordina- 
tion among  States.  If  one  were  to  move  away  from  the  arm's  length 
standard,  I  believe  a  greater  coordination  would  be  required  with 
our  various  trading  partners.  But  I  believe,  as  we  suggested  in  our 
1981  report,  that  Treasury  ought  to  study  this  in  greater  detail  and 
report  to  Congress. 

Senator  Dorgan.  Well,  the  record  on  that  is  not  a  particularly 
good  record.  I  mean,  over  the  last  decade,  I  have  seen  scant  evi- 
dence that  the  arm's  length  method  is  ever  going  to  give  us  the  en- 
forcement we  need,  unless  we  hire  a  literal  army  of  agents  to  try  to 
untangle  these  webs  of  transactions  and  deter  the  transfer-pricing 
of  profits  out  of  this  country. 

Mr.  Gandhi.  Well,  it  is  a  problem.  I  believe  given  the  complexity 
of  the  international  business  environment,  given  that  it  is  very  dif- 
ficult to  arrive  at  an  arm's  length  standard,  that  you  do  need  to 
develop  the  case  for  formulary  apportionment,  you  do  need  to  col- 
lect a  wide  variety  of  information,  you  do  need  to  have  expert  help 
in  devising  an  alternative  to  the  arm's  length  prices. 

But  to  move  away  from  arm's  length,  I  would  say  that  you  would 
need  to  study  it  in  much  greater  detail  than  what  has  been  done  so 
far.  I  would  also  suggest  that  these  regulations  the  Treasury  has 
provided  should  be  tried  out. 

Senator  Dorgan.  Mr.  Gandhi,  do  not  misunderstand  my  ques- 
tions. I  think  your  testimony  is  very  important  and  very  useful.  I 
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would  just  say  that  if  one  looks  at  the  evidence,  the  evidence  you 
present,  the  evidence  that  is  available  from  other  sources,  one  can 
only  view  this  system  as  one  that  is  in  collapse.  We  are  losing. 
When  I  say  we,  I  am  talking  about  our  ability  to  enforce  our  corpo- 
rate tax  laws,  to  get  a  fair  tax  payment  from  those  who  do  business 
here.  We  are  losing. 

I  have  been  on  the  other  side  of  this  table  at  the  State  level  and  I 
have  seen  us  lose  there,  too.  And  then  I  have  seen  fundamental 
changes  that  enabled  the  States  to  win;  not  to  get  more  money 
than  they  deserve,  but  simply  to  get  the  fair  tax  payment  that  the 
States  rightfully  expected. 

So  what  you  paint  for  us  is  a  picture  in  which  the  system  is  not 
working  at  this  moment,  at  least  as  I  view  it.  You  are  saying, 
"Let's  see  if  some  incremental  changes  can  be  made  that  give  the 
system  a  chance  to  work."  But  I  would  like  to  think  beyond  that,  if 
we  can,  and  see  if  there  are  structural  changes  that  we  can  make 
that  simplifies  this  problem  for  everybody — for  the  taxpayer  and 
for  the  government  alike — and  still  gets  us  where  we  want  to  go:  A 
fair  tax  payment  based  on  income  that  is  earned  in  this  country. 

I  might  say  that  your  testimony  is  very  helpful  to  us  and  we  ap- 
preciate it. 

I  do  want  to  call  on  the  Senator  from  Michigan,  Senator  Levin. 

Mr.  Gandhi.  May  I  just  say,  sir,  I  appreciate  your  point  and  I 
particularly  appreciate  your  experience  as  the  tax  administrator  at 
the  State  level,  but  I  think  what  we  want  to  recognize  here  is  that 
the  situation  is  inherently  complex. 

When  we  go  back,  say,  to  the  mid-1930,  when  the  arm's  length 
transaction  was  developed,  the  economic  world  was  far  more  sim- 
pler. The  export  and  import  of  goods  were  primarily  compared  of 
tangible  commodities.  There  were  identifiable  market  prices.  Well, 
that  has  fundamentally  changed.  The  world  has  become  enormous- 
ly complex,  as  you  know  far  better  than  I.  So  I  think  the  important 
point  here  is  that  we  want  to  structure  a  system  that  would  do  jus- 
tice to  the  tax  administration,  as  well  as  to  make  sure  that  our 
trading  partners  are  also  in  congruence  with  what  we  are  doing 
here. 

Senator  Dorgan.  Well,  you  make  a  good  point.  It  is  the  very 
point  that  I  make:  That  this  problem  begs  for  fundamental  struc- 
tural change.  The  fact  is,  the  world  has  changed.  But  the  system 
with  which  we  enforce  our  corporate  tax  laws  has  not  changed,  and 
the  result  is  a  mess.  Corporations  doing  business  here  and  making 
money  here  are  not  paying  taxes  here.  That  is  the  problem. 

Mr.  Gandhi.  Yes,  sir. 

Senator  Dorgan.  Let  me  call  on  Senator  Levin  from  Michigan. 

Senator  Levin. 

OPENING  STATEMENT  OF  SENATOR  LEVIN 

Senator  Levin.  Thank  you,  Mr.  Chairman. 

Let  me  welcome  our  witnesses  here,  also.  First,  Mr.  Chairman, 
let  me  commend  you  on  your  leadership  in  this  area,  which  began 
in  the  House  of  Representatives  and  continues  here  in  the  Senate. 

We  are  being  ripped  off.  That  is  the  bottom  line.  We  know  it,  and 
the  question  is  what  are  we  going  to  do  about  it.  We  have  gotten 
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reports,  we  have  gotten  suggestions,  we  wait,  we  get  more  studies, 
but  we  are  being  ripped  off  The  numbers  are  clear,  and  to  me  the 
clearest  number  of  them  all  is  in  your  Table  3,  where  you  indicate 
that  the  ratio  of  cost  of  goods  sold,  the  receipts  for  foreign  con- 
trolled corporations  was  at  least  12  percentage  points  higher  than 
the  same  ratio  for  U.S.  controlled  corporations. 

The  bottom  line  is  transfer  pricing  is  going  on.  The  profits  that 
should  be  taxed  here,  instead,  are  not  taxed  here.  They  are  being 
sent  back  to  other  countries  in  the  form  of  prices  being  paid  for 
parts  that  go  into  the  products  that  are  being  made  here  by  those 
companies  or  in  some  other  way. 

Now,  we  need  some  strong  action  to  end  this  ripoff.  It  is  costing 
us  billions.  I  don't  think  any  other  country  would  tolerate  it.  We 
tolerate  enough  nonsense  in  the  area  of  trade — not  being  able  to 
get  into  foreign  markets,  and  using  rhetoric  and  being  delayed  and 
being  negotiated  with  and  being  intimidated.  Then  people  threaten 
us  with  suggestions  that  if  we  try  to  level  the  playing  field,  we  are 
protectionist,  and  all  the  other  false  arguments  that  we  face  in 
that  area. 

We  just  cannot  afford  to  allow  tax  dodging  by  people  who  are 
masking  money  here,  and  I  just  see  a  continuation  of  a  status  quo, 
without  any  sharp  action  proposed  as  to  how  to  get  to  it.  The 
Chairman  is  right,  we  need  some  structural  changes,  we  need  some 
formulas  to  help  us  get  at  this  problem,  or  else  we  are  going  to  be 
negotiated  and  appealed  to  death,  and  we  cannot  afford  to  do  it. 

A  few  years  ago,  I  introduced  a  bill  in  the  Senate  and  our  now- 
Chairman  Senator  Dorgan,  when  he  was  on  Ways  and  Means  in 
the  House,  along  with  others,  introduced  a  Tax  Equity  Act  in  1990. 
This  is  what  our  bill  did.  We  allowed  the  IRS  to  examine  transac- 
tions for  more  tax  years  than  had  previously  been  allowed,  to 
extend  the  statute  of  limitations  and  we  extended  the  coverage  of 
the  enhanced  reporting  requirements  to  all  foreign  corporations 
that  carry  on  trade  and  business.  We  also  gave  the  IRS  some  addi- 
tional tools. 

What  you  are  telling  us  today,  I  gather,  is  that  we  cannot  yet 
estimate  whether  or  not  those  tools  are  adequate.  Is  that  what  your 
testimony  is? 

Mr.  Gandhi.  I  think  it  is  too  early  to  tell. 

Senator  Levin.  Can  you  tell  us,  are  you  able  to  outline  for  us,  is 
this  something  that  you  or  any  member  of  the  staff  that  is  here 
could  outline  to  us  what  options  we  have  to  strengthen  our  hand  to 
end  this  situation? 

Mr.  Gandhi.  I  believe  if  we  were  to  stay  within  the  arm's  length 
regime,  where  you  want  to  make  sure  that  the  comparable  uncon- 
trolled transactions  are  considered  to  be  the  norm  and  the  arm's 
length  transactions  would  be  priced  as  if  they  were  at  arm's  length, 
then  you  would  simply  have  to  let  these  regulations  work  out. 

If  you  were  to  move  away  from  that,  as  some  have  suggested, 
then  I  think  there  are  a  variety  ways  one  can  consider. 

Senator  Levin.  Can  you  give  us  what  you  think  would  be  the 
most  effective  ways? 

Mr.  Gandhi.  Well,  we  have  not  really  studied  that.  I  think  the 
Chairman  has  already  pointed  the  formulary  approach,  in  which 
you  would  have  a  formula  that  would  take  into  account  the  proper- 
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ty,  the  sales,  the  payroll  factors,  and  you  can  have  some  kind  of 
income  pro-ration  along  those  lines. 

Senator  Levin.  The  States  that  use  that  approach,  have  their  for- 
mulas been  tested  in  court?  If  so,  what  result? 

Mr.  Gandhi.  Would  you  have  some  idea  on  that,  Kevin? 

Mr.  Daly.  I  am  not  sure,  tested  in  what  sense? 

Senator  Levin.  In  court,  have  they  been  challenged,  any  State 
which  uses  this  kind  of  a  formula  been  challenged  in  court?  If  so, 
with  what  result? 

Mr.  Daly.  I  do  not  think  that  the  use  of  a  formula  itself  has  been 
challenged.  Controversies  in  court  have  to  do  with  the  extent  of  the 
unitary  combination  of  income.  There  is  an  issue  in  California 
about  California's  use  of  worldwide  combination,  where  they  are 
combining  income  from  the  parent  corporation  that  is  located  out- 
side the  United  States  with  the  income  of  the  California  subsidiary. 

Senator  Dorgan.  I  might  say  to  the  Senator,  the  States  have 
been  sued  until  they  are  blue  on  this  issue,  because  a  whole  lot  of 
folks  didn't  want  the  States  to  have  a  device  by  which  they  could 
achieve  the  right  amount  of  tax  payments  from  those  doing  busi- 
ness in  the  States,  and  that  formula  survives  and  is  in  place  and 
workable  and  upheld  by  the  courts. 

Senator  Levin.  That  was  my  understanding,  too. 

Mr.  Daly.  That  is  mine,  too. 

Senator  Levin.  It  has  been  challenged  and  has  been  upheld,  but 
you  are  not  able  to 

Mr.  Daly.  I  am  just  saying  that  it  is  the  traditional  way  for  the 
States  to  apportion  income. 

Senator  Levin.  Have  we  done  any  studies  of  American  compa- 
nies doing  business  in  other  countries,  as  to  whether  or  not  there  is 
any  pattern  like  this,  of  our  companies  doing  business  in  foreign 
countries  having  this  same  kind  of  a  low  tax  impact  on  their  prof- 
its, because  of  their  transfer  arrangements  on  the  purchase  of  pro- 
duces from  back  home,  paying  more  than  the  books,  reflecting  a 
greater  cost  of  goods  sold  than  they  should? 

Mr.  Gandhi.  No. 

Senator  Levin.  Do  we  know  whether  that  pattern  exists? 

Mr.  Gandhi.  Not  that  we  know  of,  sir. 

Senator  Levin.  Could  you  check  that  out  for  us 

Mr.  Gandhi.  We  will  try. 

Senator  Levin.  — to  see  whether  or  not  what  is  true  in  America, 
which  is  disgraceful,  with  foreign  corporations  being  able  to  avoid 
paying  taxes  on  profits  through  use  of  transfer  pricing,  whether  or 
not  we  would  be  subject  to  a  similar  argument  relative  to  our  com- 
panies' operations  abroad? 

Mr.  Gandhi.  Yes.  May  I  just  make  one  point  here,  sir,  that  there 
are  also  about  1,500  or  so  American  controlled  corporations  who 
also  did  not  pay  any  taxes. 

Senator  Levin.  We  understand,  but  a  much  greater  rate  for  for- 
eign owned. 

Mr.  Oyola.  Percentage,  right? 

Senator  Levin.  A  much  greater  percentage  of  foreign  owned. 

Mr.  Gandhi.  No  question  about  that. 

Senator  Levin.  Obviously,  there  are  going  to  be  some  companies, 
just  like  some  people,  who  do  not  pay  taxes,  there  is  a  differential 
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between  domestic  and  foreign  corporations,  which  creates  the  prob- 
lem. 

Mr.  Gandhi.  Yes,  sir. 

Senator  Levin.  Why  is  the  suspension  rate  greater  relative  to  the 
IRS  actions  relative  to  domestic  companies  vis-a-vis  foreign  con- 
trolled companies? 

Mr.  Gandhi.  Larry? 

Mr.  KoRB.  I  don't  know  if  that  is  the  case  in  every  year.  The  one 
year  we  pointed  out  in  the  oral  testimony  where  the  5  percent  was 
compared  to  the  30  percent  for  U.S.  controlled  corporations,  I  don't 
think  that  relationship  held  true  over  time.  In  1991,  the  numbers 
were  closer  together  than  they  were  in  1992,  and  I  believe  in  the 
late  1980's  the  numbers  were  also  closer  together. 

Senator  Levin.  The  President  has  proposed  some  transfer  pricing 
initiatives.  Senator  Dorgan,  I  don't  know  whether  you  have  gotten 
into  these  or  not.  Have  you? 

Senator  Dorgan.  No. 

Senator  Levin.  Are  you  familiar  with  the  President's  proposals 
on  transfer  pricing  initiatives? 

Mr.  Gandhi.  Yes,  with  the  penalties. 

Senator  Levin.  Can  you  comment  on  them? 

Mr.  Gandhi.  Larry? 

Mr.  KoRB.  I  think  what  the  provisions  involve  is  trying  to  close  a 
particular  exception  relating  to  whether  taxpayers  are  showing 
good  faith  and  had  a  reasonable  basis  for  their  transfer  pricing  de- 
cisions in  the  past.  Probably,  if  this  sort  of  provision  were  enacted, 
taxpayers  would  be  more  inclined  to  enhance  their  documentation 
early  in  the  process.  Right  now,  the  temporary  regulations  call  for 
this  contemporaneous  documentation,  and  it  looks  like  the  penalty 
provisions  are  along  the  same  lines. 

Senator  Levin.  Do  you  think  that  the  change  that  they  are  pro- 
posing in  this  document  will  be  effective? 

Mr.  KoRB.  I  think  it  will  entice  more  taxpayers  to  have  this  con- 
temporaneous documentation.  If  the  documentation  is  available, 
the  IRS  will  have  more  to  audit  when  it  goes  in  in  the  first  place. 
It  will  not  have  to  wait  around  and  see  if  the  taxpayer  can  produce 
the  documentation,  but  it  will  have  something  to  look  at.  The  stud- 
ies won't  have  to  be  developed  at  a  later  time,  and  the  IRS  won't 
have  to  necessarily  come  in  with  its  own  independent  studies  to 
challenge  the  more  recent  studies.  It  will  have  something  to  look  at 
to  begin  with. 

Senator  Levin.  Thank  you. 

Thank  you,  Mr.  Chairman. 

Senator  Dorgan.  Mr.  Gandhi  and  those  accompanying  you,  we 
appreciate  very  much  your  testimony  today.  It  is  very  helpful  to  us 
as  a  base  for  understanding  this  topic,  and  we  look  forward  to 
working  with  you  in  the  coming  months. 

Mr.  Gandhi.  Thank  you,  sir. 

Senator  Dorgan.  I  am  advised  that  we  must  make  one  adjust- 
ment. We  have  two  more  panels  that  we  are  going  to  hear  from, 
and  we  are  going  to  ask  the  third  panel  to  come  forward  first,  be- 
cause two  people  on  that  panel  have  to  go  to  Dulles  Airport,  I  be- 
lieve, so  we  want  to  give  them  the  opportunity  to  do  that. 
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Following  that,  we  will  have  the  second  panel,  and  we  will  move 
as  expeditiously  as  we  can.  We  appreciate  very  much  the  patience 
all  of  you  have  shown. 

This  panel  will  be  comprised  of  Dan  Bucks,  Executive  Director  of 
the  Multistate  Tax  Commission,  Washington,  D.C. — Phil  Aldape, 
Division  Manger  of  the  Idaho  State  Tax  Commission,  Boise,  Idaho; 
Benjamin  Miller,  Associate  Chief  Counsel,  California  Franchise 
Tax  Board,  Sacramento,  California;  and  Louis  Kauder,  the  Interna- 
tional Tax  Attorney — not  the  International  Tax  Attorney,  an  inter- 
national tax  attorney,  Washington,  D.C. 

Senator  Levin.  He  would  have  settled  for  the  International  Tax 
Attorney. 

Senator  Dorgan.  He  probably  would  probably  prefer  the  Interna- 
tional Tax  Attorney,  that  is  right. 

Senator  Levin.  It's  going  to  happen. 

Senator  Dorgan.  I  thank  all  of  you  for  being  here.  We  would  like 
to  advise  all  of  you  that  your  entire  statements  will  be  made  part 
of  the  permanent  hearing  record,  and  we  will  ask  you  to  summa- 
rize them  for  us. 

Let  me  call  first  on  Dan  Bucks,  Executive  Director  of  the  Multis- 
tate State  Commission. 

Mr.  Bucks. 

TESTIMONY  OF  DAN  L.  BUCKS,  ^  EXECUTIVE  DIRECTOR,  THE 
MULTISTATE  TAX  COMMISSION,  WASHINGTON,  DC 

Mr.  Bucks.  Mr.  Chairman  and  members  of  the  Committee,  thank 
you  for  this  opportunity  to  testify. 

I  am  Dan  Bucks,  the  Executive  Director  of  the  Multistate  Tax 
Commission,  which  is  an  organization  representing  33  States.  We 
develop  rules  for  States  to  use  in  dividing  the  income  of  businesses 
operating  across  State  and  national  boundaries,  and  we  also  have 
real  world  experience  in  auditing  corporations  for  taxes. 

We  want  to  commend  you,  Senator  Dorgan,  for  initiating  these 
hearings,  which  are  directed  at  one  of  the  great  and  unfortunate 
Federal  policy  failures  of  the  last  30  years,  the  failure  to  require 
the  proper  reporting  for  tax  purposes  of  income  earned  by  global 
corporations  within  the  U.S. 

As  a  former  State  tax  commissioner  and  former  chair  of  the  com- 
mission, you  understand  this  problem  thoroughly,  and  we  applaud 
your  leadership  on  this  issue. 

My  messages  today  is  simply  that  the  Federal  Government's  ap- 
proach to  dividing  and  taxing  the  income  of  global  corporations  is 
doomed  to  fail,  and  that,  in  effect,  the  emperor  has  no  clothes  and 
is  in  serious  need  of  being  saved  from  his  own  embarrassment. 

The  Federal  Government  is  wearing  an  imaginary  suit  of  clothes 
called  "arm's  length  pricing  adjustments."  Now,  this  method  is 
largely  unworkable  and  wastes  scarce  Federal  and  private  re- 
sources. Worse  yet,  it  fails  to  collect  the  tax  revenue  that  is  intend- 
ed and  causes  real  economic  harm  by  shifting  the  tax  burden  un- 
fairly to  small  businesses  that  are  the  main  engines  of  job  growth 
in  America. 


The  prepared  statement  of  Mr.  Bucks  appears  on  page  73. 
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Why  are  States  interested  in  this  issue?  Very  simply,  for  every 
dollar  that  the  Federal  Government  loses  because  of  its  failure  to 
solve  this  problem,  States  lose  22  cents.  We  estimate  the  combined 
State  and  Federal  revenue  loss  at  nearly  $15  billion  a  year,  and 
this  is  a  conservative  estimate,  because  it  covers  only  a  part  of  the 
problem,  the  in-bound  part  of  the  problem,  as  the  technicians  call 
it. 

States  also  care  about  this  issue,  because  it  is  their  hometown 
businesses,  their  community  businesses  that  have  to  shoulder  a 
greater  tax  burden,  when  the  global  corporations  are  not  asked  to 
pay  their  fair  share.  And  States  also  care,  as  well,  about  this  issue, 
because  many  of  us  believe  that  the  States  have  already  discovered 
the  solution  to  this  problem  in  the  form  of  formula  apportionment. 

The  Federal  Government's  arm's  length  pricing  efforts  are  ineffi- 
cient, as  compared  to  the  formula  apportionment  method  that 
States  use  to  divide  international  income  among  different  jurisdic- 
tions. 

As  indicated  on  this  chart  that  is  displayed  here,  the  Federal 
Government  spends,  at  a  minimum,  at  least  three  to  seven  times  as 
many  staff-hours  completing  a  partial  international  arm's  length 
audit  as  compared  to  the  hours  that  the  States  spend  on  a  complete 
international  formula  apportionment  audit. 

Now,  this  comparison  actually  understates  the  greater  efficiency 
of  the  States'  approach,  because  we  are  actually  comparing  here 
the  best  case  scenario  the  Treasury  and  IRS  have  reported  with  the 
worst  case  scenario  of  the  States,  as  I  explain  in  greater  detail  in 
my  written  testimony. 

Now,  does  using  three  to  seven  times  as  much  staff  time  as  the 
States  yield  better  results?  Sadly,  the  answer  is  no.  The  Internal 
Revenue  Service  has  failed  to  sustain  its  transfer  pricing  adjust- 
ments in  every  major  case  it  has  taken  to  court  in  the  last  10 
years.  The  record  here  is  a  perfect  record  of  failure  in  court.  I  am 
not  criticizing  the  IRS  here,  for  they  have  dedicated  and  talented 
staff  working  on  these  issues. 

The  problem  is  that  the  arm's  length  pricing  system  largely  im- 
pedes success.  The  fault  lies  with  the  policy,  not  with  the  service. 
Losing  badly  in  court,  the  IRS  has  turned  to  settling  a  large  por- 
tion of  transfer  pricing  cases,  and  in  1981  it  settled  those  cases  for 
an  average  of  23  cents  to  28  cents  on  the  dollar.  In  contrast,  the 
States  have  won  the  bulk  of  their  international  cases. 

Now,  please  note  that  the  States  that  are  among  the  smallest  in 
the  Nation,  such  as  North  Dakota  and  Montana,  have  succeeded  in 
administering  an  international  apportionment  system,  when  the 
Federal  Government  has  failed  to  make  arm's  length  pricing  work. 
Sadly,  the  Federal  Government  in  the  mid-1980's  pressured  these 
and  other  States  to  limit  their  use  of  international  apportionment. 

Now,  why  is  the  Federal  Government  spending  so  much  and 
achieving  so  little?  Essentially,  it  is  because  the  Federal  arm's 
length  pricing  method  attempts  to  do  the  impossible.  It  is  impossi- 
ble, because  the  shear  volume  of  trade  between  related  jointly 
owned  corporations  is  too  great  to  police  on  a  transaction-by-trans- 
action basis.  There  are  46,000  global  corporations  operating  in  the 
United  States,  doing  $350  billion  worth  of  business  just  amongst 
the  related  corporations  within  their  own  families. 
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Second,  the  arm's  length  method  misplaces  the  burden  of  proof 
on  the  IRS  to  show  that  a  corporation's  prices  are  incorrect.  Third, 
and  more  fundamentally,  the  arm's  length  pricing  method  is  im- 
possible, because  it  assumes  an  economic  world  that  does  not  exist. 

The  method  requires  the  IRS  to  discover  free  market  prices  to 
use  as  a  standard  to  adjust  the  prices  for  the  things  that  are  ex- 
changed in  a  controlled  trade  situation  among  affiliated  corpora- 
tions. Too  often,  those  free  market  prices  do  not  exist,  and  so  the 
arm's  length  cases  deteriorate  into  a  debate  over  a  range  of  prices, 
any  one  of  which  could  be  used  because  there  is  no  right  answer  in 
these  cases. 

What  we  have  is  an  approach  to  international  taxation  that  is 
inefficient,  ineffective  and  is  doomed  to  fail.  So  why  do  we  stick 
with  a  method  that  has  failed  so  badly  for  over  30  years?  The 
reason  given  time  and  again  by  Treasury  officials  is  that  "the  devil 
makes  us  do  it."  And  who  is  the  devil  in  this  case?  International 
tax  treaties.  But  is  that  a  reasonable  answer?  No  treaty  and  no  law 
should  require  anyone  to  do  that  which  is  impossible.  If  they  do, 
they  should  be  changed. 

Further,  and  this  is  very  important,  the  major  treaties  do  not 
speak  of  adjusting  prices  to  an  arm's  length  level  at  all.  In  fact, 
what  the  treaties  speak  of  is  adjusting  profits  in  a  manner  that 
achieves  an  arm's  length  result.  Treasury  could,  if  it  so  decided  and 
without  revising  the  treaties,  explore  with  other  treaty  partners  de- 
veloping formula  apportionment  processes  that  adjust  profits,  in- 
stead of  prices.  Indeed,  one  can  argue  that  Treasury  has  precisely  a 
responsibility  to  do  just  that. 

Thirty  years  go,  the  U.S.  Government  led  its  trading  partners 
down  the  arm's  length  pricing  path.  We  now  know  that  path  has 
reached  a  dead  end,  and  it  is  time  for  the  U.S.  Government, 
through  Treasury,  to  lead  its  trading  partners  down  a  new  path  of 
dividing  profits  through  formula  apportionment. 

The  Federal  Government  is  parading  naked  in  the  international 
tax  arena.  It  is  time  for  this  emperor  to  get  a  suit  of  clothes.  He 
will  not  find  a  good  suit  of  clothes  in  London,  Brussels,  Berlin,  or 
Tokyo,  and  he  will  certainly  not  find  them  in  the  Cayman  Islands 
or  Netherlands  Antilles.  'The  emperor  will  find  a  good  suit  of 
clothes  in  Sacramento,  Salem,  Helena,  Boise,  and  Bismarck — and 
when  he  finds  this  suit  of  clothes,  he  will  discover  that  they  fit 
well,  they  are  warm  and  comfortable,  are  a  good  value  for  the 
money,  and  will  last  a  long,  long  time. 

Thank  you  very  much. 

Senator  Dorgan.  Mr.  Bucks,  thank  you  very  much. 

Next  we  will  hear  from  Phil  Aldape — and  I  hope  I  pronounced 
your  name  right — Division  Manger,  Idaho  State  'Tax  Commission, 
Boise,  Idaho. 

Mr.  Aldape,  am  I  correct? 

Mr.  Aldape.  Aldape. 

Senator  Dorgan.  Aldape,  close.  Thank  you  for  being  with  us. 
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TESTIMONY  OF  PHILIP  M.  ALDAPE,^  DIVISION  MANAGER,  IDAHO 
STATE  TAX  COMMISSION,  BOISE,  IDAHO 

Mr.  Aldape.  Mr.  Chairman,  my  name  is  Phil  Aldape.  I  am  the 
administrator  of  the  Audit  and  Collections  Division  of  the  Idaho 
State  Tax  Commission.  I  have  worked  for  the  tax  commission  for  24 
years,  nearly  all  of  which  time  has  been  spent  as  an  audit  manager 
or  as  a  lead  auditor  in  audits  of  multistate  and  multinational  cor- 
poration income  tax  returns. 

Over  this  period  of  time,  we  have  audited  thousands  of  tax  re- 
turns filed  by  these  companies. 

I  am  here  today  to  tell  you  about  our  experience  with  Section  482 
and  to  try  to  compare  it  to  formula  apportionment.  We  have  had 
one  significant  experience  with  a  Section  482  audit.  It  involved  the 
transfer  of  100  percent  of  the  stock  of  a  subsidiary  of  an  Idaho  cor- 
poration which  was  in  the  oil  and  gas  business  and  had  properties 
throughout  the  United  States.  That  stock  was  transferred  from  the 
Id£iho  corporation  to  its  parent,  which  was  based  outside  the  State. 

Based  upon  a  prior  agreement  that  the  Tax  Commission  had  en- 
tered into  with  the  Idaho  corporation,  we  were  obligated  to  use  the 
separate  entity  method  of  accounting  and,  as  a  result,  had  to  use 
the  Section  482  approach  to  determine,  first  of  all,  the  fair  market 
value  of  the  stock  that  was  transferred  out  of  state  and  the  gain 
that  should  have  resulted  from  that  transaction,  since  the  taxpayer 
reported  no  gain  in  the  return  as  filed. 

In  our  audit,  we  experienced  considerable  resistance  from  the 
taxpayer.  We  ran  into  a  considerable  amount  of  confusing  and  con- 
flicting data  in  their  records  and  we  spent  weeks  researching  in- 
dustry publications  to  try  to  determine  how  to  go  about  valuing 
this  stock.  We  ended  up  conducting  two  appraisals,  one  by  a  CPA 
and  experienced  auditor  on  our  staff  who  used  a  comparable  sales 
approach  for  determining  that  value,  and  another  by  two  senior  ap- 
praisers in  our  ad  valorem  and  estate  tax  audit  units.  They  valued 
the  proven  and  probable  reserves  of  that  oil  and  gas  subsidiary,  to 
determine  the  amount  of  the  value  and  the  gain  that  should  have 
been  reported. 

These  two  appraisals  determined  values  ranging  between  $14 
and  $16  million,  that  is  gains  that  should  have  been  reported  of  $14 
to  $16  million.  And  following  our  appraisal,  the  taxpayer  felt  obli- 
gated to  do  one  of  his  own.  Their  appraisal  acknowledged  that  the 
gain  should  have  been  $8  million,  where  none  was  originally  re- 
ported. 

This  case  progressed  and  we  ultimately  settled  while  we  were  in 
the  process  of  pending  litigation.  We  had  planned  to  hire  an  expert 
to  do  an  appraisal  to  support  our  audit.  We  expected  from  the  in- 
formation we  had  that  we  would  have  had  to  pay  $50,000  to  $75,000 
for  this  expert  witness.  We  were  told  that  we  needed  to  do  this,  if 
we  expected  to  win  the  case,  because  in  valuation  cases  such  as 
this,  the  winner  is  t5rpically  the  party  with  the  most  credible  wit- 
ness. 

As  it  was,  we  spent  2,000  hours  on  this  case,  compared  to  ap- 
proximately 200  hours  that  we  typically  spend  on  apportionment 


*  The  prepared  statement  of  Mr.  Aldape  appears  on  page  86. 
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audits.  If  we  had  used  the  combined  reporting  formula  apportion- 
ment method,  there  would  have  been  no  gain  to  report,  because  the 
inter-company  activity  would  have  been  eliminated.  Instead,  Idaho 
would  have  shared  in  any  production  income  from  that  oil  and  gas 
subsidiary  and  from  any  sales  of  underlying  assets  in  that  proper- 
ty. 

Our  conclusion  from  this  experience  and  training  that  we  have 
participated  in  on  the  arm's  length  method  basically  led  us  to  con- 
clude that  the  arm's  length  pricing  method  is  ridiculously  impracti- 
cal. 

We  use  combined  reporting.  We  think  it  is  much  easier.  It  can't 
be  manipulated  by  less  than  arm's  length  pricing.  In  Idaho,  there 
are  two  methods  of  combined  reporting  or  formula  apportionment. 
The  first  is  one  that  may  be  elected  by  the  taxi>ayer,  which  we  call 
a  waters  edge  method.  Under  this  method,  there  are  still  artificial 
boundaries  between  U.S.  and  foreign  operations,  and  that  provides 
opportunities  for  taxpayers  to  give  us  arm's  length  pricing  prob- 
lems. 

We,  unfortunately,  have  to  rely  upon  the  IRS,  and  while  we  are 
pleased  to  do  that  by  comparison  to  nothing,  we  understand,  be- 
cause of  the  difficulties  that  they  have  with  Section  482,  that  those 
companies  are  likely  paying  us  less  than  they  should. 

The  worldwide  combined  reporting  approach,  which  is  typical 
among  taxpayers  in  Idaho,  is  a  better  approach,  in  our  minds. 
There  are  no  arm's  length  issues  to  deal  with  m  that  approach.  It 
includes  only  income  that  results  from  transactions  with  unrelated 
entities. 

Mr.  Chairman,  we  urge  you  and  your  colleagues  to  substitute  the 
apportionment  concepts  that  the  States  have  successfully  used  for 
years  for  the  arm's  length  approach  or,  in  the  alternative,  to 
modify  Section  482  to  use  formula  apportionment  when  the  arm's 
length  method  doesn't  work.  We  think  that  the  formula  approach 
at  the  Federal  level  will  ease  compliance,  make  reporting  more  ver- 
ifiable and  improve  equity  among  all  taxpayers. 

Thank  you  for  the  opportunity  to  speak  to  you.  I  would  be  happy 
to  answer  any  questions. 

Senator  Dorgan.  Mr.  Aldape,  thank  you  very  much. 

Next,  we  will  hear  from  Mr.  Benjamin  Miller,  Associate  Chief 
Counsel,  the  California  Franchise  Tax  Board,  in  Sacramento. 

Mr.  Miller. 

TESTIMONY  OF  BENJAMIN  F.  MILLER,  ^  ASSOCIATE  CHIEF  COUN- 
SEL, CALIFORNIA  FRANCHISE  TAX  BOARD,  SACRAMENTO, 
CALIFORNIA 

Mr.  Miller.  Thank  you.  Chairman  Dorgan. 

My  name  is  Benjamin  F.  Miller.  I  am  an  attorney  with  the  State 
of  California,  and  I  am  here  representing  the  Franchise  Tax  Board 
and  its  executive  officer,  Gerald  H.  Goldberg.  Mr.  Goldberg  has 
asked  me  to  convey  his  greetings  to  you,  he  shared  tax  commission- 
er positions  with  you  at  one  time,  and  to  express  his  apologies  for 
not  being  able  to  be  here  with  you  today.  He  had  previously  sched- 


■  The  prepared  statement  of  Mr.  Miller  appears  on  page  92. 
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uled  a  conference  in  California  which,  since  he  was  hosting,  he  was 
unable  to  leave. 

I  have  prepared  written  testimony  which  has  been  submitted  to 
the  Committee,  and  I  intend  to  only  briefly  summarize  that  and 
perhaps  even  depart  from  it  somewhat,  to  respond  to  some  of  the 
things  that  I  have  already  heard  this  afternoon. 

California  and  the  Franchise  Tax  Board  probably  has  more  expe- 
rience with  formulary  apportionment  that  any  other  State  in  the 
Union,  particularly  in  terms  of  combined  reporting  and  the  world- 
wide combined  reporting  method.  We  have  used  this  method  for 
over  60  years. 

For  the  last  20  years,  while  I  have  been  practicing  with  Califor- 
nia, I  have  been  directly  involved  in  the  administration  and  imple- 
mentation of  this  method.  I  have  been  involved  in  representation  of 
the  board  before  the  U.S.  Supreme  Court.  We  have  three  cases  cur- 
rently pending,  one  of  which  is  at  the  Supreme  Court  now  on  a  pe- 
tition and  two  more  which  are  likely  to  be  there  shortly  involving 
the  worldwide  unitary  method. 

I  have  worked  and  studied ,  transfer  pricing,  I  have  participated 
in  the  Federal  study  of  that  method  with  Senator  Conrad,  with  the 
working  group  which  was  appointed  by  President  Reagan.  I  have 
received  IRS  training  in  international  audits.  I  will  probably  be  in 
charge  of  our  legal  support  to  our  own  international  audit  efforts, 
our  Section  482  efforts. 

I  have  co-authored  or  co-drafted  legislation  which  California 
adopted  to  go  to  the  waters  edge.  I  have  co-drafted  the  regulations 
which  implemented  that.  I  have  also  drafted  the  regulations  which 
we  used  to  implement  worldwide  combined  reporting  when  foreign 
entities  are  involved. 

There  are  two  specific  areas  I  would  like  to  touch  on.  First,  the 
case  that  we  are  litigation  with  Barclays,  the  case  now  pending 
before  the  U.S.  Supreme  Court,  there  are  a  couple  of  things  that 
should  be  mentioned  about  that  case. 

The  concerns  or  the  reservations  of  the  litigation  which  is  in- 
volved involves  the  question  as  to  whether  California  can  constitu- 
tionally apply  this  method,  and  constitutionally  in  terms  of  its 
effect  upon  foreign  affairs  and  whether,  under  the  Commerce 
Clause,  there  is  permission  to  do  it.  There  is  not  an  issue  in  that 
case  that  the  tax  which  California  has  assessed  is  a  fair  tax  or  that 
it  is  an  inaccurate  tax.  The  question  is  whether  we  can  use  this  for- 
mulary apportionment  method. 

The  formula  used  is  the  standard  three-factor  formula.  Senator 
Levin  asked  earlier  as  to  whether  there  was  litigation  with  respect 
to  the  applicability  of  that  formula.  Yes,  there  is.  The  Container 
Corporation  case  in  1983  sustained  that  three-factor  formula  as  the 
benchmark  by  which  all  these  questions  should  be  measured. 

Now,  when  you  look  at  the  unitary  method,  we  basically  only 
need  seven  numbers  to  determine  the  level  of  taxation,  the  amount 
of  income  which  a  corporation  or  a  business  should  assign  to  Cali- 
fornia. First,  we  need  to  know  what  is  overall  income.  If  the  corpo- 
ration has  no  income  everywhere,  then  it  doesn't  have  to  pay  us  a 
tax.  If  it  has  income,  then  they  are  going  to  pay  a  tax  on  an  appor- 
tioned share  of  that  income.  So  there  is  taxpayer  equity  involved, 
and  it  is  income  determined  by  true  third-party  transactions,  be- 
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cause  it  disregards  all  inter-group  transactions.  It  is  only  that 
transactions  that  take  place  with  respect  to  third  parties.  So  that  is 
the  first  number  we  need. 

The  second,  third,  and  fourth  numbers  are  the  worldwide  proper- 
ty, payroll  and  sales  of  that  corporate  group.  The  fifth,  sixth,  and 
seventh  numbers  are  the  property,  payroll  and  sales  of  that  busi- 
ness which  occur  within  our  particular  State.  Now,  we  believe 
every  single  business  has  those  numbers  available  to  it  on  its  own 
internal  accounting  records,  records  which  are  maintained  for  in- 
ternal purposes  and  which  are  maintained  for  other  purposes,  re- 
porting to  shareholders  and  for  outside  review,  which  are  independ- 
ently verified  and  sustainable. 

Thereafter,  once  we  have  those  seven  numbers,  it  is  merely  a 
matter  of  mathematical  calculation  to  determine  how  much  income 
should  be  assigned  to  a  particular  jurisdiction  and  what  the  tax 
would  be.  It  is  a  very  simple  process. 

Now,  in  the  Barclays  case,  one  of  the  questions  that  has  arisen, 
one  of  the  arguments  that  is  often  made  with  respect  to  formulary 
apportionment  is  that  it  is  that  the  cost  involved  in  complying  with 
it  is  excessive,  but  we  believe  that  is  a  smoke  and  mirrors  cost.  It  is 
an  illusion.  As  my  example,  I  will  use  Barclays. 

Barclays  offered  testimony  in  our  trial  court,  testimony  support- 
ed by  a  partner  in  a  major  accounting  firm,  that  the  cost  for  them 
to  set  up  a  system  to  comply  with  California  would  be  in  the  mil- 
lions of  dollars.  Now,  they  talked  about  setting  up  a  separate 
system.  They  talked  about  having  to  make  accounting  adjustments 
without  determining  whether  there  was  a  difference  between  a  for- 
eign accounting  treatment  and  the  tax  accounting  treatment.  They 
talked  about  having  to  convert  all  these  items  into  dollars,  rather 
than  do  it  in  the  foreign  currency. 

In  doing  all  this,  they  ignored  the  regulations  which  we  had  writ- 
ten. Those  regulations  provide  that  we  start  with  the  financial  ac- 
counting data,  the  consolidated  financial  accounting  data  of  the 
business.  We  deal  with  it  in  the  currency  in  which  they  normally 
report. 

We  only  require  accounting  adjustments  to  be  made  where  they 
are  material.  And  in  the  Barclays  case,  we  actually  had  an  SEC 
filing  document,  which,  again,  a  major  accounting  firm  had  pre- 
pared, which  indicated  there  were  only  five  differences  between 
United  Kingdom  generally  accepted  accounting  principles  and 
United  States  generally  accepted  accounting  principles. 

Only  one  of  those  had  a  tax  consequence  and  with  respect  to  that 
one  item,  which  is  an  item  where  the  United  Kingdom  allows  you 
to  revalue  your  assets  to  reflect  inflation,  on  the  books  of  the  corpo- 
ration, there  is  a  reserve  set  up  which  reflects  that  reevaluation 
amount.  So  in  order  to  make  an  adjustment  to  return  the  books  to 
an  original  cost  basis,  you  have  the  item  in  the  accounting  data 
which  you  can  go  to  and  make  that  adjustment,  so  the  information 
exists. 

It  ignored  the  provisions  of  our  regulation,  which  indicate  the 
calculations  are  to  be  made  in  the  foreign  currency,  and  it  is  only 
when  you  come  to  a  bottom  line  number,  the  amount  of  income  as- 
signed to  California,  that  you  have  to  make  the  conversion  to  a 
dollar  item.  In  fact,  the  testimony  that  was  offered  to  that  simple 
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mathematical  calculation  of  taking  a  known  exchange  rate  divide 
into  a  known  income  figure  would  take  hours,  perhaps  a  day.  It  is 
simply  ludicrous  to  think  about  that  kind  of  testimony  in  these 
days  of  hand-held  calculators. 

In  response  to  the  taxpayer's  offer,  we  went  out  and  we  request- 
ed the  bills  which  a  major  accounting  firm  had  sent  the  taxpayer 
for  the  preparation  and  filing  of  a  worldwide  combined  report  with 
California.  We  obtained  3  years  worth  of  bills.  They  reflected  a 
charge  for  filing  those  returns  of  between  $990  to  $1,250.  not  thou- 
sands, not  millions,  but  an  average  of  less  than  $1,000. 

Now,  it  is  true,  it  will  be  pointed  out,  that  with  respect  to  those 
returns,  the  Franchise  Tax  Board  did  not  accept  those  returns. 
There  was  a  very  good  reason  we  did  not  accept  those.  Those  ac- 
counted for  the  results  of  a  single  corporation  and  all  of  its  particu- 
lar subsidiaries,  but  those  were  the  results  of  Barclays  internation- 
al banking  operations.  They  involved  over  30  subsidiaries,  and  they 
involved  activities  in  over  70  countries.  The  change  we  required  to 
go  to  was  to  pick  up  the  parent  bank,  the  United  Kingdom  bank 
and  the  banking  subsidiaries  and  other  subsidiaries  in  the  United 
Kingdom. 

But  the  point  to  be  made  with  respect  to  that  data  is  the  data 
which  they  prepared  that  return  on  came  from  the  financial 
records  of  Barclays'  bank  group.  All  we  were  asking  them  to  do 
was  to  take  a  step  up  in  those  records,  go  to  the  records  for  the 
whole  overall  group,  not  just  the  activities  which  were  present  in 
California.  So  the  information  to  prepare  the  return  was  there,  was 
available.  It  did  not  require  additional  cost  to  bring  it  together  or 
prepare  or  collect  it. 

We  have  a  similar  experience  in  another  foreign  parent  case  we 
are  litigation,  the  Alcan  case.  Again,  an  estimate  to  prepare  a  Cali- 
fornia worldwide  combined  report  of  over  $10  million.  Actual  facts: 
This  corporation  prepared  worldwide  combined  reports  with  Cali- 
fornia which  were  accepted.  For  2  years,  they  estimated  the  costs 
at  less  than  25,000.  For  another  3  years,  they  estimated  the  costs  to 
be  less  than  $75,000.  Where  is  the  $10  million  figure? 

There  is  a  third  case  and  this  one  not  as  directly  involved,  but  it 
involves  the  State  of  New  York  and  its  attempt  to  tax  the  Reuters 
News  Agency.  Here  again,  we  have  3  years  involved.  For  the  first 
year,  Reuters  filed  on  a  method  New  York  requires,  which  included 
the  worldwide  activities  of  that  corporation.  For  the  second  and 
third  year,  they  attempted  to  file  just  on  their  activities  in  the 
State  of  New  York.  New  York  said  no,  that's  not  our  system,  you 
have  to  reflect  your  worldwide  activities.  They  made  estimates 
based  upon  the  financial  records  of  Reuters  and  it  issues  assess- 
ments accordingly. 

Reuters  protested.  They  came  into  the  New  York  tax  agency  and 
they  claimed  it  would  cost  them  a  million  dollars  to  prepare  the 
necessary  returns.  The  courts  in  New  York  found  those  figures  to 
be  grossly  exaggerated  on  the  reliance  of  two  items.  One,  they  had 
filed  the  return  for  one  of  the  years  that  New  York  required,  and 
they  did  not  think  they  had  spent  a  million  dollars  to  prepare  that 
return,  and  Reuters  offered  no  evidence  as  to  what  it  in  fact  cost. 

Then,  second,  with  respect  to  the  other  two  years,  once  it  became 
clear  that  New  York  was  not  going  to  change  its  position,  it  took 
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Reuters  all  of  10  days  to  submit  the  data  to  have  their  assessments 
reduced  by  roughly  75  percent  and  to  conform  to  the  method  which 
New  York  required.  The  million-dollar  cost  was  clearly  a  smoke 
and  mirrors  item. 

The  second  thing  I  would  like  to  address  is  what  the  conse- 
quences might  be  if  the  United  States  was  to  adopt  something  simi- 
lar to  the  formulary  apportionment  method,  a  unitary  methodolo- 
gy- 
Two  summers  ago,  as  you  are  well  aware,  the  Pickle  committee, 
the  House  Ways  and  Means  Committee,  with  Chairman  Pickle  pre- 
siding, held  studies  on  the  question  of  how  much  tax  was  being 
avoided  by  foreign  based  multinationals.  One  of  the  items  involved 
in  that  Committee  hearing  was  a  staff  report  which  reviewed  the 
Federal  tax  returns  over  a  10-year  period  for  a  number  of  foreign 
corporations  and  found  that  those  corporations  had  paid  on  an  av- 
erage of  about  $22.5  million  of  Federal  tax  or  a  total  taxable 
income  per  return  of  approximately  $45  million. 

Now,  we  are  not  sure  those  numbers  are  completely  accurate,  be- 
cause, unfortunately,  the  testimony  or  the  study  that  was  offered 
to  the  Committee  does  not  indicate  what  the  effects  of  operating 
losses  might  have  been  on  that  overall  number.  Nonetheless,  using 
that  as  a  baseline  number,  during  the  course  of  the  hearings,  one 
of  the  Representatives  set  forth  a  list  of  companies  which  he  had 
obtained  not  from  the  IRS,  but  from  other  sources,  private  sources 
which  he  believed  were  involved  in  those  studies,  major  Japanese 
corporations,  basically,  all  names  which  would  be  recognized. 

We  were  curious  to  see  what  the  results  of  those  corporations 
would  be  in  California,  so  we  went  back  and  looked  at  the  tax  re- 
turns which  they  had  filed  with  us  and  those  which  we  had  audited 
and  adjusted,  and  we  have  since  updated  that  in  preparation  for 
this  hearing. 

What  we  found  was  that  those  corporations  had  reported  under 
worldwide  combined  reporting  an  average  of  $25  million  of  income 
assigned  to  California.  That  is  a  smaller  number  than  the  Federal 
number,  but,  remember,  what  we  are  talking  about  is  only  the 
amount  of  income  they  assigned  to  California,  and  rightfully  so.  As- 
suming California  is  only  a  portion  of  the  United  States,  you  can 
start  making  upward  adjustments  of  that  number. 

If  you  assume  California  represents  half  the  United  States,  you 
double  the  number  and  all  of  a  sudden  we  have  $50  million  of  U.S. 
income,  an  amount  11  percent  higher  than  what  was  reported  to 
the  Federal  Government. 

If  you  go  to  other  assumptions,  for  example,  California  repre- 
sents one-eighth  of  the  United  States,  a  number  we  frequently  use 
for  revenue  estimating  purposes,  that  number  becomes  $200  mil- 
lion per  return.  Now,  we  think  that  eight  times  is  probably  too 
high  an  increase  here,  because  these  are  Japanese  companies  and, 
in  all  likelihood,  they  have  a  greater  presence  in  California  than 
they  do  other  States  within  the  United  States.  But  you  get  some 
notion  of  the  magnitude  of  what  might  be  involved  here. 

Now,  let  me  point  out,  I  am  not  suggesting  that  this  is  the 
amount  of  money  which  could  be  recovered  under  arm's  length  ac- 
counting. What  I  am  saying  is  this  is  the  amount  of  money  which 
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could  be  recovered,  if  the  United  States  was  to  use  something  like 
the  unitary  methodology  which  the  States  have  used. 

In  summary,  I  would  like  to  say  that,  based  upon  my  experience, 
I  would  agree  with  the  United  States  Supreme  Court  that  the  for- 
mulary apportionment  of  the  unitary  method  is  a  fair  and  proper 
method.  I  believe  it  is  easier  to  administer  than  the  arm's  length 
method,  that  is  more  certain  in  its  results,  and  it  is  a  more  effec- 
tive means  of  collecting  revenue. 

The  Franchise  Tax  Board  does  applaud  your  efforts  in  holding 
this  hearing,  your  concern  with  this  issue,  and  your  willingness  to 
explore  new  alternatives.  But  we  would  like  to  point  out  that  what 
is  being  proposed  with  respect  to  the  arm's  length  method  is 
merely  band-aids  on  a  system.  This  system  is  hemorrhaging.  Band- 
aids  are  not  the  proper  medical  treatment,  when  you  have  hemor- 
rhaging occurring. 

Thank  you  very  much. 

Senator  Dorgan.  Mr.  Miller,  thank  you  very  much. 

Next,  we  will  hear  from  Louis  Kauder,  an  International  Tax  At- 
torney here  in  Washington,  D.C. 

Mr.  Kauder. 

TESTIMONY  OF  LOUIS  M.  KAUDER,  ^  INTERNATIONAL  TAX 
ATTORNEY,  WASHINGTON,  DC 

Mr.  Kauder.  Thank  you.  Senator. 

I  have  submitted  my  written  statement  for  the  record  and  I  will 
only  summarize  it.  Quickly,  my  three  points  are  that  the  present 
system  is  defective.  I  agree  with  the  other  witnesses.  It  does  not 
work.  It  cannot  be  made  to  work.  I  think  it  also  should  be  replaced. 
In  most  cases 

Senator  Dorgan.  Mr.  Kauder,  just  for  purposes  of  this  hearing, 
could  you  give  me  just  as  bit  of  your  background? 

Mr.  Kauder.  Yes,  it  is  in  my  written  statement.  I  was  a  tax 
lawyer  for  the  U.S.  Government  in  both  the  Justice  Department 
and  the  Treasury  Department  in  the  1960's  and  early  1970's.  For 
SV2  years,  in  particular,  I  was  with  the  Office  of  International  Tax 
Counsel  at  Treasury  and  my  duties  there  especially  were  focused 
on  transfer  pricing.  I  was  involved  in  tax  treaty  negotiations  and 
had  particular  duties  with  respect  to  the  related  party  article,  that 
is  the  transfer  pricing  article,  in  the  treaties. 

I  drafted  and  conducted  and  executed  Treasury's  first  survey  of 
administration  of  the  transfer  pricing  regulations  that  at  that  time 
were  new,  and  I  drafted  the  first  Treasury  report  published  in  Jan- 
uary of  1973  on  transfer  pricing. 

Shortly  after  that  I  prepared  a  paper  for  the  United  Nations,  at 
their  request,  on  the  problems  of  administration  and  compliance  in 
connection  with  related  party  trgmsfer  pricing  issues.  I  have  been 
in  tax  practice  in  Washington  ever  since.  I  published  a  paper  re- 
cently that  recommended  that  Treasury  adopt  formulary  appor- 
tionment. 

The  current  system  relies  just  about  entirely  on  comparable 
prices,  and  everyone  who  addresses  the  issue  agrees  that  it  is  very 
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difficult  to  find  them.  My  point  to  you  today,  Senator,  is  the 
present  system  does  not  simply  result  in  just  a  neutral  standofi"  or 
impasse.  I  think  that  the  advantage  lies,  unfortunately,  with  the 
taxpayers,  and  I  would  like  to  summarize  a  couple  of  points  in  that 
regard. 

I  think  we  have  to  recognize  that  multinational  firms  are  each 
unique  unto  themselves.  They  have  their  own  cultures  and  their 
own  spirit  and  their  own  way  of  doing  things,  and  there  has  been  a 
lot  of  literature  and  theoretical  and  empirical  studies  in  that 
regard. 

The  point  today  is  that  those  differences  from  one  to  the  other, 
even  within  the  same  industry,  provide  fertile  ground  for  distin- 
guishing any  comparables  that  are  offered  up  by  the  IRS  to  address 
the  transfer  pricing  used  by  a  multinational. 

Each  multinational  has  a  command  of  its  own  facts  and  its  own 
character  that  the  IRS  can  never  match.  The  IRS  can  never  have 
an  equivalent  command  of  what  the  multinational  itself  is  doing, 
and  it  will  never  have  an  equivalent  command  of  the  industry  that 
the  multinational  is  a  part  of.  Yet,  it  is  the  command  of  that  kind 
of  data  and  those  kinds  of  facts  and  understandings  that  is  re- 
quired to  achieve  an  adequate  and  reasonable  result,  if  you  have  to 
go  out  and  find  comparable  prices. 

The  government  does  have  one  major  advantage.  It  is  its  only  ad- 
vantage. It  gets  to  write  the  rules.  However,  I  have  come  to  the 
conclusion  that  the  government  has  dissipated  that  advantage.  The 
problem  is  that  when  the  decision-maker  in  a  court,  or  even  at  the 
IRS  appeals  office  level,  confronts  the  circumstance  where  we  have 
a  set  of  rules  that  are  highly  subjective,  inconclusive,  extremely 
difficult  to  apply,  it  is  the  government  itself  that  is  responsible  for 
writing  those  rules. 

It  is  hard  to  see  that  the  government  is  entitled  to  win  those  dis- 
putes and  to  prevail  in  those  disputes,  when  there  are  legitimate 
differences  or  at  least  colorable  differences  between  the  govern- 
ment and  the  taxpayers.  I  think  instinctively,  and  perhaps  in  some 
unspoken  way,  that  is  one  of  the  reasons  why  the  government  loses 
case  after  case  in  the  courts. 

There  is  another  point  about  the  comparable  uncontrolled  price 
methodology.  It  fundamentally  addresses  an  issue  of  valuation,  and 
tax  lawyers  and  tax  administrators  are  very  comfortable  dealing 
with  the  problem  of  valuation.  There  are  many  circumstances  in 
which  garden  variety  valuation  issues  have  to  be  dealt  with  in  any 
tax  system. 

I  think  in  connection  with  international  transfer  pricing,  it  is 
very,  very  treacherous.  Where  you  have  excise  tax  or  estate  tax 
issues  and  you  have  disputes  over  value  and  those  disputes  rise  to  a 
level  of  10  percent  or  15  percent  or  20  percent  of  the  amount  in- 
volved, you  are  still  at  the  margins  of  the  tax  base. 

When  you  have  a  corporate  income  tax  that  rests  so  heavily  on 
subjective  valuation  issues,  a  10  percent  or  even  a  5  percent  swing 
dissipates  the  tax  base  entirely  and  you  are  subject  to  a  total  evis- 
ceration of  the  tax  base.  For  myself,  looking  at  some  of  the  data 
that  has  been  produced  in  the  last  couple  of  years,  I  think  that  we 
can  see  that  process  happening.  I  do  not  think  that  process  was  an- 
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ticipated  25-30  years  ago,  when  the  comparable  price  methodology 
was  put  in  place. 

Let  met  talk  about  my  recommendation  and  that  of  others  that 
formula  apportionment  is  a  solution.  The  methodology  has  been  de- 
scribed by  other  people  here.  I  don't  know  that  the  three-fact  for- 
mula used  by  the  States  is  precisely  the  one  that  we  ought  to  use. 
But  I  do  believe  that  one  or  several  apportionment  formulas  should 
produce  what  I  believe  would  be  efficient,  precise  and  fair  results. 

I  think  it  is  important  to  establish  that  an  apportionment  formu- 
la methodology  is  not  and  should  not  constitute  a  U.S.  grab  for 
international  income.  I  think  that  properly  designed  and  promptly 
designed  apportionment  formulae  could  be  explained  and  developed 
to  easily  dispel  any  notion  that  the  United  States  is  grabbing  for 
international  income  that  it  is  not  entitled  to  tax. 

The  value  of  apportionment  is  that  it  would  eliminate  these  ref- 
erences to  outside  transactions,  and  there  would  be  no  further 
bloodletting  of  that  kind  on  this  issue.  I  would  certainly  recom- 
mend and  provide,  as  my  statement  indicates,  some  exceptions. 
There  are  cases  where  you  wouldn't  have  to  use  formula  apportion- 
ment. 

Last,  I  would  turn  to  the  tax  treaty  issue.  I  do  not  believe  that 
the  apportionment  method  is  barred  by  any  tax  treaty  that  United 
States  has  now  entered  into.  It  is  often  said,  as  you  have  noted 
today.  Senator,  that  apportionment,  if  we  adopted  it,  would  violate 
the  arm's  length  standard.  ThereJfore,  it  is  time  to  ask  what  is 
arm's  length. 

To  me.  Senator,  arm's  length  is  nothing  more  than  an  exhorta- 
tion to  be  fair  and  reasonable.  The  phrase  itself,  I  note.  Senator, 
does  not  appear  in  any  treaty  provision.  I  think  that  today  it  has 
become  a  ritualistic  incantation  and  that  it  has  no  content.  In  my 
view,  whatever  it  is,  it  is  not  a  rule  of  law. 

There  is  no  limit  in  any  U.S.  treaty  on  what  methods  the  United 
States  or  any  other  country  can  use  to  test  multinational  transfer 
pricing  choices.  The  exhortation  of  arm's  length  says  that  we  have 
to  approximate  a  reasonable  result.  Comparable  uncontrolled 
prices  and  comparable  prices  in  connection  with  cost-plus  markups 
and  so  forth  are  a  means  of  reasonably  approximating  a  fair  result. 
Formula  apportionment  can  be  exactly  the  same. 

We  do  not  need  any  treaty  permission  from  other  countries  to 
make  Section  482  adjustments.  There  has  never  been  international 
agreements  on  the  specifics  of  the  methods  by  which  related  party 
transfer  pricing  can  be  examined  domestically. 

There  is,  of  course,  Senator,  a  potential  of  double  taxation  when- 
ever one  country  makes  a  related  party  adjustment.  Our  treaties 
provide  procedural  rules  by  which  the  countries  commit  themselves 
to  try  to  resolve  any  differences  between  them,  if  the  two  countries 
don't  agree  after  the  first  country  msikes  an  adjustment. 

There  is  nothing  in  the  treaties  that  recites  how  those  methods 
should  be  used  in  the  first  instance.  Further,  and  irrespective  of 
what  method  is  used  by  the  first  country,  we  do  not  know  whether 
the  second  country  is  or  is  not  going  to  agree.  Each  case  is  decided 
on  its  own  facts.  We  have  never.  Senator,  gotten  another  country 
to  agree,   for  example,   that  our  comparable   uncontrolled  price 
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methodologies,  if  we  rely  on  them  precisely  and  perfectly,  will 
achieve  double  taxation  relief  on  the  other  side. 

Our  treaties  do  not  go  that  far.  International  accords  have  not 
reached  that  point.  And  we  are  no  more  protected  from  double  tax- 
ation today  with  respect  to  comparable  uncontrolled  prices,  in  re- 
ality, case-by-case  than  we  would  be,  in  my  view,  if  we  had  formula 
apportionment. 

I  think  that  if  we  go  to  formula  apportionment,  there  wilt  be 
threats  of  retaliation.  I  think  that  in  the  end,  any  retaliatory 
action  would  itself  likely  violate  the  non-discrimination  clauses  of 
our  treaties,  and  I  don't  think,  in  the  end,  that  foreign  countries 
are  going  to  widely  discriminate  against  U.S.  based  companies. 

Even  today,  in  competent  authority  proceedings,  according  to  the 
data  recently  collected,  only  a  small  percentage  of  IRS  Section  482 
adjustments  find  their  way  to  the  competent  authority.  That  sug- 
gests perhaps  that  a  large  number  of  these  adjustments  do  not  gen- 
erate double  taxation.  It  may  also  suggest  that  there  are  many  ad- 
justments made  on  the  other  side  without  the  competent  authori- 
ties being  involved. 

I  don't  know  exactly  what  the  answer  is,  but,  in  my  view,  formu- 
la apportionment  adopted  by  the  IRS  is  not  likely  to  produce  great- 
er double  taxation  or  any  greater  threat  of  retaliation  against  U.S. 
companies  than  the  circumstances  we  have  today. 

I  would  urge  the  IRS,  as  I  have  in  writing,  to  go  to  that  method, 
to  go  to  it  reasonably  promptly,  and  when  they  do,  I  think  they 
should  explain  their  motive  to  the  foreign  countries.  The  foreign 
countries  have  the  same  kinds  of  problems,  and  we  should  establish 
that  formulary  apportionment  is  not  a  grab  by  the  U.S.  for  interna- 
tional income. 

Thank  you. 

Senator  Dorgan.  Mr.  Kauder,  thank  you  very  much. 

I  would  like  to  depart  from  standard  practice,  if  I  might.  Are  you 
able  to  stay  for  a  bit,  Mr.  Kauder? 

Mr.  Kauder.  Yes,  I  am. 

Senator  Dorgan.  I  know  the  others  have  to  catch  an  airplane  in 
a  bit.  But  I  would  like  to  ask  the  remaining  three  witnesses  to 
come  forward  and  just  spread  those  chairs  out.  I  would  like  to  hear 
from  those  witnesses,  and  then  I  Would  like  to  have  a  broader  ques- 
tion session  here.  So  I  would  like  to  ask,  Mr.  Mclntyre,  if  you 
would  take  a  couple  of  those  front  chgdrs  smd  move  them  forward 
to  the  table. 

Mr.  Mclnt5rre,  who  is  Director  of  Citizens  for  Tax  Justice,  is  with 
us;  Professor  Dale  Wickham,  from  the  American  University,  Pro- 
fessional-in-Residence  in  the  International  and  Tax  Policy  area  is 
with  us;  and  Kevin  Kearns,  who  is  President  of  the  U.S.  Business 
and  Industrial  Council. 

I  appreciate  your  willingness  to  scoot  towards  the  table.  I  would 
like  to  ask  the  three  of  you  to  summarize,  as  well.  I  would  like  to 
call  first  on  Mr.  Robert  Mclntjrre,  Director  of  Citizens  for  Teix  Jus- 
tice. 

Mr.  Mclnt5n"e,  your  entire  statement  will  be  made  a  part  of  the 
record,  and  you  may  summarize. 
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TESTIMONY  OF  ROBERT  S.  McINTYRE,'  DIRECTOR,  CITIZENS  FOR 
TAX  JUSTICE,  WASHINGTON,  DC 

Mr.  McIntyre.  Thank  you,  Mr.  Chairman. 

After  listening  to  the  previous,  balanced  panel,  I  am  persuaded.  I 
think  we  should  go  to  formula  apportionment.  That  is  the  gist  of 
my  testimony.  We  have  heard  a  lot  today  about  the  problems  with 
the  current  system.  It's  kind  of  wacky.  If  you  had  to  summarize  it, 
I  guess  you'd  say  that  we're  telling  companies  and  the  IRS  that 
they  have  to  assign  accurate,  what's  called  transfer  prices,  to  trans- 
actions that  may  never  actually  have  occurred,  in  any  formal 
sense,  and  to  base  those  transfer  prices  on  comparable  "arm's 
length"  deals  that  not  only  may  not  exist,  but  often  are  almost  im- 
possible to  conceive  of  existing. 

This  isn't  a  system  that  makes  theoretical  sense  and  it's  certain- 
ly not  one  that  makes  practical  sense.  I'm  in  complete  agreement 
with  the  rest  of  the  panel  here  that  we  need  to  move  as  quickly  as 
possible  away  from  that  system  and  towards  something  that  does 
make  sense,  that  the  States  have  proven  makes  sense:  A  formula 
apportionment  system. 

Now,  let  me  offer  you  something  specific.  It's  at  the  end  of  my 
written  testimony. 

This  fight  has  been  going  on  for  many  years.  Ever  since  the 
United  States  adopted  the  arm's  length  approach  in  the  1960's, 
people  have  been  trying  to  change  to  a  formula  system.  We  have 
an  opportunity,  I  think,  in  connection  with  the  North  American 
Free  "Trade  Agreement,  to  actually  put  a  formula  system  in  place 
on  a  limited  basis  for  North  America.  This  first  step  would  be 
much  easier  to  achieve  than  trying  to  persuade  all  our  trading 
partners  all  over  the  world  to  go  along  with  this  system  (and  we  do 
need  to  bring  them  along,  to  avoid  the  kind  of  irritations  you  other- 
wise would  have). 

So  I  think  that  the  Committee  should  put  as  much  pressure  as 
possible  on  our  Treasury  Department  and  on  the  Clinton  Adminis- 
tration, as  part  of  the  North  American  Free  Trade  Agreement,  to 
say,  let's  sit  down,  renegotiate  our  tax  treaties  with  Canada  and 
Mexico.  Our  testimony  offers  some  detailed  suggestions  on  how 
those  treaties  ought  to  be  renegotiated,  so  that  we  can  have  a  for- 
mula system  for  North  America. 

This  is  something  that  will  be  of  extremely  high  interest  to  the 
European  Community,  which  is  facing  the  same  issues  as  it  lowers 
trade  barriers  and  is  discovering  that,  even  its  value-added  taxes 
don't  work  when  you  don't  have  barriers  and  customs  barriers. 
They  will  be  very  interested,  I  think,  in  seeing  how  it  works  here 
and  seeing  if  they  should  adopt  it  there.  I  think  it  would  be  the 
first  step  that  would  really  be  practical  for  us  to  move  towards 
world-wide  combined  reporting,  which  I  think  is  definitely  going  to 
happen  if  we  have  any  intention  of  taxing  multinational  corpora- 
tions fairly. 

Thank  you. 

Senator  Dorgan.  Mr.  Mclnt5n"e,  thank  you  very  much. 


The  prepared  statement  of  Mr.  McIntyre  appears  on  page  123. 
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Next  we  will  hear  from  Professor  Dale  Wickham,  the  American 
University,  distinguished  Professional-in-Residence  for  Internation- 
al and  Tax  Policy. 

TESTIMONY  OF  DALE  W.  WICKHAM,  ^  THE  AMERICAN  UNIVERSI- 
TY, INTERNATIONAL  AND  TAX  POLICY,  WICKHAM  &  ASSOCI- 
ATES, WASHINGTON,  DC 

Mr.  Wickham.  Thank  you,  Mr.  Chairman. 

It  is  a  pleasure  to  be  with  you  to  discuss  possible  new  directions 
for  dealing  with  transfer  pricing  and  other  techniques  for  appor- 
tioning international  business  income  for  income  tax  purposes. 

To  identify  myself,  I  am  Dale  Wickham.  I  teach  law  at  the  Amer- 
ican University  in  Washington,  D.C.,  where  I  am  on  the  faculty  of 
the  Kogod  College  of  Business  Administration  as  Distinguished 
Professional-in-Residence  for  International  and  Tax  Policy.  I  teach 
courses  in  the  graduate  and  undergraduate  tax  programs  there. 

In  that  connection,  I  have  had  two  articles  that  I've  prepared 
and  published  recently  on  various  aspects  of  international  transfer 
pricing  and  on  other,  and  I  think  preferable,  approaches  to  appor- 
tionment of  international  business  income.  Both  of  those  articles 
have  been  made  available  to  Committee  members  and  staff  and  are 
attached  to  my  written  statement  I  have  submitted  for  inclusion  in 
the  record. 

I  also  practice  law  in  Washington,  D.C.,  as  I  have  since  1956,  spe- 
cializing in  Federal  tax  matters  in  both  domestic  and  international 
transactions,  counseling  and  representing  taxpayers,  especially 
large  international  business  taxpayers,  in  their  dealings  with  the 
Internal  Revenue  Service  and  other  tax  authorities.  I  am  currently 
in  practice  in  my  own  firm  of  Wickham  &  Associates  here  in  Wash- 
ington. 

I  am  appearing  here  today,  however,  not  as  a  representative  of 
anyone  else,  but  simply  to  express  my  own  views  on  the  subject 
matter  you  are  working  on  that  have  developed  from  my  work  both 
in  public  service,  private  practice,  and  my  work  in  academia. 

I  should  say  that  I  was,  from  1959  until  the  end  of  the  Revenue 
Act  of  1962,  a  staff  attorney  on  the  Joint  Committee  on  Internal 
Revenue  Taxation,  where  I  worked  on  tax  treaties  and  other  inter- 
national tax  matters,  and  served  as  technical  advisor  to  the  For- 
eign Relations  Committee  on  tax  treaty  matters.  I  later  served  as 
special  counsel  to  the  U.S.  Senate  Committee  on  Finance  for  the 
Tax  Reform  Act  of  1969. 

I  might  say  that  the  views  I  am  expressing  to  you  here  today  are 
substantially  the  same  as  ones  I  expressed  last  July  in  an  appear- 
ance I  was  invited  to  make  before  Mr.  Pickel's  Oversight  Subcom- 
mittee of  the  House  Committee  on  Ways  and  Means  when  they 
were  considering  H.R.  5270,  an  omnibus  bill  for  revision  of  U.S. 
taxation  of  international  business  transactions. 

Possible  new  directions  for  dealing  with  problems  concerning 
multinational  apportionment  of  international  business  income  are 
the  focus  of  my  attention  here  today.  There  are  enormous  problems 
being  generated  by  the  arm's  length  transfer  pricing  approach 


•  The  prepared  statement  of  Mr.  Wickham  appears  on  page  130. 
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which  the  Treasury  and  the  IRS  adopted  by  regulations  first  pro- 
posed in  1966  and  finally  promulgated  in  1968,  which  they  have 
since  advocated  for  adoption  by  other  countries  and  they  are  still 
urging  Congress  to  retain.  I  think  new  directions  are  badly  needed 
and  I  have  some  to  suggest. 

But  as  a  historical  background  and  perspective  note,  I  would  like 
to  note  that  my  own  interest  in  finding  solutions  to  problems  in 
this  area  really  began  more  than  30  years  ago  when  I  was  on  the 
staff  of  the  Joint  Committee  on  Taxation  working  on  tax  treaties.  I 
noticed  there  were  only  2  tax  treaties  then  in  force  that  had  a  com- 
prehensive set  of  bilaterally  agreed  rules  of  source  to  govern  which 
country  had  the  right  to  tax  income  from  a  given  set  of  interna- 
tional business  transactions  and  which  would  then  be  used  by  the 
country  of  residence  to  allow  its  foreign  tax  credit  for  taxes  paid  to 
the  source  country. 

The  lack  of  international  agreement  on  that  subject  was  striking, 
and  the  lack  of  efforts  to  seek  it  was  also  striking. 

At  about  the  same  time,  I  was  one  of  a  number  of  staff  members 
working  on  a  proposal  to  amend  Code  Section  482  which  was  being 
resisted  stoutly  by  certain  officials  in  the  IRS  on  grounds  that  that 
section  ought  to  be  left  for  them  to  interpret  and  apply  case-by-case 
on  a  so-called  in  terrorem  basis,  and  they  thought  the  rule  should 
be  left  vague.  The  House-passed  version  of  the  Revenue  Act  of  1962 
had  in  that  proposal  which  is  still  highly  relevant  to  the  proceed- 
ings you  have  before  you  today.  I  refer  to  it  in  my  written  state- 
ment in  note  2.  I  would  like  to  just  pause  for  a  moment  and  read 
from  the  House  Ways  and  Means  Committee  report  accompanying 
Section  6  of  H.R.  10650,  which  was  the  House  version  of  the  Reve- 
nue Act  of  1962,  which  proposed  to  add  the  new  provision  which 
would  have  provided  three-factor  apportionment  among  commonly 
controlled  units  of  an  international  business'  income  from  the  sale 
of  goods,  and  that  would  have  been  required  to  be  used  unless  the 
taxpayer  could  demonstrate  that  an  arm's  length  price  would  be  a 
better  way  of  clearly  reflecting  income. 

Now  that  provision  was  dropped  by  the  Senate,  but  the  confer- 
ence agreement  included  language  in  which  the  conferees  said  they 
thought  the  Treasury  now  has  the  power 

Senator  Dorgan.  What  year  was  that,  Mr.  Wickham? 

Mr.  Wickham.  Pardon? 

Senator  Dorgan.  What  year  was  that? 

Mr.  Wickham.  This  was  1962,  a  little  over  30  years  ago.  The 
House  Committee  report  accompanying  this  said,  "However,  in 
practice,  the  difficulties  in  determining  a  fair  price  under  this  pro- 
vision"— that  is  Section  482  essentially  as  it  exists  today  in  the  first 
sentence — "severely  limits  the  usefulness  of  this  power,  especially 
where  there  are  thousands  of  different  transactions  engaged  in  be- 
tween a  domestic  company  and  its  foreign  subsidiary.  Because  of 
the  difficulty  in  using  the  present  Section  482,  your  Committee  has 
added  a  subsection  to  this  provision  authorizing  the  Secretary  of 
the  Treasury's  delegate  to  allocate  income  in  the  case  of  sales  or 
purchase  between  a  U.S.  corporation  and  its  controlled  foreign  sub- 
sidiary on  the  basis  of  the  U.S.  proportion  of  the  assets,  compensa- 
tion of  the  officers  and  employees,  and  advertising,  selling,  and 
sales  promotion  expenses  attributable  to  the  United  States  and  at- 
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tributable  to  foreign  country  or  countries  involved.  This  will  enable 
the  Secretary  to  make  an  allocation  of  the  taxable  income  of  the 
group  involved  to  the  extent  it  is  attributable  to  the  sales  in  ques- 
tion, whereas  in  the  past  under  the  existing  Section  482,  he  has  at- 
tempted only  to  determine  the  fair  market  sales  price  of  the  goods 
in  question  and  built  up  from  this  the  taxable  income,  a  process 
much  more  difficult  and  requiring  more  detailed  computations 
than  the  allocation  rule  permitted  by  the  bill." 

As  a  matter  of  fact,  Mr.  Chairman,  I  think  the  language  I  just 
quoted  from  the  conference  agreement  and  the  Section  6  of  H.R. 
10650  might  be  added  to  footnote  2  of  my  written  statement  be- 
cause of  its  current  relevance  to  activities  and  work  on  the  Treas- 
ury regulations  in  this  area  and  a  possible  take-off  point  for  legisla- 
tive activity.  With  your  permission,  I  would  add  that  to  that  foot- 
note of  the  written  statement. 

Senator  Dorgan.  Without  objection,  that  will  be  added. 

Mr.  WiCKHAM.  Now,  the  words  that  the  Ways  and  Means  Com- 
mittee used  in  that  report  are  prophetic,  because  at  that  point  we 
did  not  have  the  internationalization  of  business  transactions  that 
has  developed  since.  That  has  made  enormously  increassed  de- 
mands on  the  system,  which  even  in  1962  the  Committee  on  Ways 
and  Means  thought  was  inadequate  to  the  task.  Well,  it  has  since 
become  even  clearer,  in  our  view,  that  the  transfer  pricing  tech- 
nique is  a  horse-and-buggy  mechanism  that  is  really  outmoded  and 
not  at  all  capable  of  dealing  with  the  enormous  pressures  being  put 
upon  it. 

I  think  that  the  events  of  the  30  years  since  1962  and  the  deci- 
sion of  the  Congress  not  to  require  the  Treasury  and  the  IRS  to  use 
specific  factor  apportionment  provide  powerful  testimony  to  the 
magnitude  of  the  problems  that  are  connected  with  adherence  to 
the  case-by-case,  after-the-fact  transfer  pricing  approach  on  which 
the  Treasury  and  the  IRS  have  been  insisting.  These  problems  are 
merely  outlined  in  my  written  statement  but  are  developed  much 
further  in  the  articles  we  submitted.  They  can  only  grow  larger 
with  the  increasing  internationalization  of  business  and  with  in- 
creasing demands  of  revenue-hungry  countries,  such  as  the  U.S., 
who  are  looking  for  larger  shares  of  taxes  on  income  from  interna- 
tional business. 

I  believe  that  the  search  by  this  Committee  for  solutions  to  prob- 
lems under  the  present  system  could  be  more  to  the  point  and 
more  productive  if  it  is  founded  on  a  sharper  definition  of  some  of 
the  problems  presented.  I  think  that  the  Treasury  and  Service's 
recommendations  for  strengthening  the  enforcement  powers  on  the 
present  system  (information-gathering,  increase  of  audit  force,etc.) 
evades  the  central  problem  involved,  which  is  the  absence  of  a 
workable  set  of  rules;  a  full  army  of  international  examining 
agents  is  not  going  to  solve  the  problems  that  we  have. 

I  think  we  should  look  a  little  more  carefully  at  some  of  those 
problems.  I  just  want  to  identify  four  problems,  each  of  which  is, 
although  related  to  the  other,  separate  from  the  other.  It's  impor- 
tant to  do  that  so  that  we  are  not  looking  for  one  solution  to  all  the 
problems.  There  are  different  problems  and  different  solutions 
needed. 
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I  note  that  all  the  core  problems  really  are  caused  by  failures  of 
government,  not  by  taxpayer  abuse  or  evasion,  as  is  so  commonly 
asserted.  Each  one  of  these  is  a  problem  where  change  could  only 
be  effected  through  governmental  actions  by  the  United  States  or 
by  the  other  countries  involved. 

The  first  problem  is  the  lack  of  rules  that  are  reducible  to  num- 
bers required  on  income  tax  returns.  How  much  should  a  conscien- 
tious taxpayer  report  on  his  return  to  the  United  States,  on  its 
return  to  Germany,  to  Italy,  and  to  the  various  other  countries 
with  which  its  business  transactions  have  contact? 

Those  questions  are  simply  not  the  subject  of  rules  of  law  where 
a  conscientious  taxpayer  can  find  the  answers,  especially  where 
there  are  no  comparables.  That  is  a  very  large  number  of  cases 
under  the  present  system.  That  lack  of  rules  informing  the  taxpay- 
er about  what  is  expected  and  that  are  reducible  to  numbers  re- 
quired on  tax  returns  defeats  the  U.S.  system  for  voluntary  self-as- 
sessment of  tax  in  this  area  of  the  law.  That  necessitates  a  case-by- 
case,  after-the-fact  approach  which  brings  ill  effects  that  pervade 
the  system  at  all  levels,  clear  on  through  competent  authority  pro- 
ceedings. 

The  habit  in  some  countries  other  than  the  United  States  has 
been  for  taxation  by  negotiation  and  by  agreement,  frequently 
secret  agreement,  but  that's  not  the  U.S.  tradition.  The  U.S.  tradi- 
tion is  to  have  the  government  play  its  part  of  laying  out  what  is 
expected  of  a  taxpayer  and  what  he  should  do  in  his  tax  return, 
and  then  to  generate  the  forces  of  good  will  and  conscientiousness 
on  the  part  of  them  in  complying  with  it.  That  is  being  destroyed 
by  the  present  lack  of  rules,  and  it  can  only  be  supplied,  not  by  en- 
forcement of  no  rules,  but  by  development  of  some  new  rules  which 
work. 

This  lack  of  rules  is  very  costly.  As  a  matter  of  fact,  the  Service 
and  Treasury  in  their  appearances  before  the  Congress  never  make 
a  report  of  the  total  cost  and  the  total  benefits  of  the  present  trans- 
fer pricing  system.  There  is  no  cost-benefit  analysis  supplied  to  the 
Congress  or  to  the  Office  of  Management  and  Budget  about  what 
the  present  case-by-case  system  for  enforcement  under  Section  482 
costs.  We  in  our  articles  have  suggested  that  the  Congress  insist  on 
annual  reporting  and  a  cost-benefit  analysis  of  the  kind  that  is  re- 
quired under  Executive  Order  12291.  This  should  be  done  on  a  com- 
prehensive, system-wide  basis,  so  that  the  Congress  and  the  Service 
and  the  Treasury  and  policymakers  can  see  what  is  it  costing. 
What  are  the  system-wide  costs  for  revenue  agents  and  for  enforce- 
ment of  the  system,  and  what  revenue  benefits  are  those  costs 
bringing  us? 

That  is  especially  important,  as  some  of  the  others  have  indicat- 
ed. The  Service's  record  in  Section  482  cases  is  dismal.  It  has  a 
record  of  losing  these  cases.  What  is  the  United  States  getting  out 
of  the  entire  effort?  Is  it  costing  us  more  than  it  is  yielding  in  reve- 
nues? It  is  an  important  area  and  I  think  it  might  be  of  special  in- 
terest in  the  jurisdiction  of  the  Governmental  Affairs  Committee. 

There  is  a  second  problem,  and  that  is 

Senator  Dorgan.  Mr.  Wickham,  I  want  you  to  summarize  this 
because  I  need  to  get  to  Mr.  Kearns  so  I  have  time  for  questions. 
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Mr.  WiCKHAM.  I  will  put  aside  further  statements  of  the  prob- 
lems and  just  move  quickly  to  what  I  think  the  solutions  are. 

The  first  is  to  supply  rules  that  are  reducible  numbers  required 
on  tax  returns  instead  of  having  no  rules  or  illusory  rules. 

The  second  is  to  abandon  the  focus  on  inter-company  transfer 
pricing  and  focus  instead  on  geographically  apportioning  combined 
income  or  loss  of  the  multinational  enterprises  involved. 

The  third  is  to  move  toward  coordinating  our  rules  of  source  with 
our  rules  under  Section  482  for  apportioning  income. 

Finally,  I  recommend  that  the  United  States,  under  our  new 
President,  take  the  initiative  to  formulate  and  to  secure  multina- 
tional agreement  to  a  single  new  set  of  definitive  rules  for  geo- 
graphically allocating  the  source  of  any  income  or  loss  derived 
from  international  business  transactions.  Preferably  this  would  be 
accomplished  through  a  single,  multilateral  treaty  to  which  agree- 
ment would  be  sought  by  all  nations  having  significant  internation- 
al business  transactions  and  which  would  enter  into  force  with  re- 
spect to  each  signatory  country  as  it  agrees. 

That  would  take  quite  a  bit  of  time,  and  meanwhile,  there  are 
several  steps  that  we  think  the  United  States  could  take  to  amend 
the  temporary  and  proposed  regulations  under  Section  482,  and  if 
they  do  not  do  it,  steps  that  the  Congress  might  take  legislatively 
to  cause  some  changes  in  direction  in  this  area. 

With  that,  Mr.  Chairman,  I  will  suspend  and  be  glad  to  partici- 
pate in  trying  to  answer  any  questions. 

Senator  Dorgan.  Mr.  Wickham,  thank  you  very  much.  Your  tes- 
timony is  excellent  and  I  hate  to  shorten  it. 

Incidentally,  I  taught  economics  in  college  for  a  couple  of  years, 
and  I,  too,  every  time  I  had  the  opportunity  to  say  something, 
wanted  to  give  the  full  lesson.  But  your  full  lesson  is  a  very  good 
lesson  and  I  appreciate  very  much  the  excellent  testimony. 

Mr.  Kearns,  would  you  proceed,  please? 

TESTIMONY  OF  KEVIN  L.  KEARNS, »  PRESIDENT,  UNITED  STATES 
BUSINESS  AND  INDUSTRIAL  COUNCIL,  WASHINGTON,  DC 

Mr.  Kearns.  Thank  you,  Mr.  Chairman.  I  commend  you  for  hold- 
ing this  hearing.  You  did  great  work  in  the  House  when  you  were 
on  Ways  and  Means  and  the  Pickle  Subcommittee  held  its  hearings 
there,  and  it  is  good  to  see  you  in  the  Senate,  taking  up  this  issue 
again. 

Now,  I  think  maybe  my  value  added  for  the  hearing  is  to  step 
back  and  look  at  the  political  context  just  for  a  minute  or  2  and 
dispense  with  the  remarks  that  I  had  based  on  my  written  testimo- 
ny- 
It  seems  to  me  that  almost  everyone  here  today  is  in  agreement 

that  our  system  is  broken  and  it  is  broken  very  badly.  So  then  the 
question  arises,  why  don't  we  fix  it?  Why  did  Chairman  Pickle  hold 
hearings  over  2  years  ago  and  nothing  has  been  done  since  then  to 
engage  in  a  major  overhaul  of  the  system.  I  think  that  from  the 
point  of  view  of  my  members,  I  represent  1,500  American-owned 
businesses,  they  do  not  have  the  luxury  of  plants  overseas  and  to 


The  prepared  statement  of  Mr.  Kearns  appears  on  page  232. 
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be  able  to  engage  in  transfer  pricing  which,  in  effect,  is  a  fancy 
form  of  money-laundering,  move  their  profits  around  the  world  to 
the  country  with  the  lowest  rate  of  taxation,  etc. 

So  what  happens  often  in  the  popular  press,  there  is  a  debate 
that  is  going  on  and  it  is  American  multinationals  versus  foreign 
multinationals,  and  it  is  the  little  guys,  my  manufacturing  compa- 
nies and  even  their  employees,  as  taxpayers,  who  get  stuck  with 
the  bill  in  this  clash  of  political  and  economic  ideology  among  the 
multinationals.  So  I  do  not  want  us  to  lose  sight  of  that  in  talking 
about  the  various  technical  fixes  to  the  solution. 

What  I  would  like  to  address  just  for  a  minute  or  2  is  what  I 
would  call  the  10  myths  supported  by  proponents  of  the  role  of  for- 
eign corporations  on  our  society — actually,  proponents  of  tax  avoid- 
ance by  foreign  corporations.  And  I  will  just  go  quickly  through 
these  10  and  then  sum  up  my  remarks. 

Myth  No.  1  is  that  anyone  who  wants  a  foreign  corporation  to 
pay  more  taxes  is  a  protectionist  nut.  A  lot  of  people  have  spoken 
here  today;  I  do  not  think  there  are  any  nuts  in  this  room.  This  is 
not  a  question  of  protectionism;  it  is  a  fundamental  question  of 
fairness  for  the  American  people,  for  the  American  taxpayer. 

The  second  mj^h  is  that  the  money  simply  is  not  there.  Presi- 
dent Clinton  had  the  courage  in  this  political  campaign  to  take  on 
this  issue  and  I  hope  somehow  the  word  of  this  hearing  gets  over  to 
the  White  House  today  to  let  him  know  that  there  are  a  lot  of 
small  companies  and  medium-sized  companies  in  America  that 
very  much  want  him  to  continue  his  campaign  in  this  regard  and 
to  fulfill  his  campaign  promise. 

I  look  back  at  articles  in  the  papers  since  he  has  been  elected 
and  I  see  Mr.  Goldberg,  who  is  Commissioner  of  the  IRS  now, 
saying,  "Well,  gee,  the  money  is  not  there."  Yet  at  hearings  at 
which  you  were  present  before  Mr.  Pickle,  he  said,  "Well" — Mr. 
Pickle  asked,  "We  understand  it  is  $20,  $30,  $40  billion"— he  said, 
"Well,  maybe  not  that  much  but  it  is  certainly  in  the  billions  of 
dollars."  Now  this  myth  is  that  the  money  is  not  there. 

Myth  No.  3  is,  well,  maybe  some  money  is  there,  but  it  is  really 
not  what  Mr.  Clinton  said,  it  is  not  $45  billion,  and  then  the  stories 
go  on  to  say,  well,  it  is  really  more  like  $28  billion,  or  something 
like  that,  so  he  is  $17  billion  short.  Well,  as  Senator  Dirksen  once 
said,  you  know,  "A  billion  here,  a  billion  there  adds  up  when  you 
are  talking  about  real  money." 

Just  as  a  taxpayer  myself,  to  go  after  an  addition  $10,  $15,  $20 
billion  is  a  significant  sum.  It  lightens  my  tax  burden;  it  makes 
American  companies  more  competitive,  internationally  and  domes- 
tically, when  their  tax  burdens  are  lowered. 

M3d:h  No.  4  is  that  enforcing  U.S.  tax  law  uniformly  will  have  a 
devastating  effect  on  foreign  investment  flow  into  the  United 
States  or  that  foreign  firms  located  here  will  somehow  move  imme- 
diately to  locate  elsewhere.  I  suggest  that  simply  is  not  true.  This 
is  still  the  largest,  most  richest  market  in  the  world.  If  you  are 
going  to  play  in  international  competition,  you  have  to  be  in  the 
U.S.  market.  Foreign  firms  are  not  going  to  pull  out  wholesale. 

Mjrth  No.  5  is  that  foreign  direct  investment  is  some  sort  of  pan- 
acea from  the  United  States,  that  as  these  transfer  pricing  effects 
are  felt  in  this  country  and  American  firms  are  weakened  by 
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market  share  grabs  with  additional  retained  earnings  through 
transfer  pricing,  you  know,  we  have  to  be  thankful  that  foreign 
companies  come  in  and  pick  up  the  pieces. 

At  a  hearing  over  at  the  House  side  a  couple  of  years  ago.  Con- 
gressman Oxlee,  who  is  from  Ohio,  said — I've  been  on  the  back  side 
of  the  dais  when  I  worked  on  Senate  Foreign  Relations,  and  he  was 
conferring  with  his  counsel  and  I  could  tell  they  thought  they  had 
me — and  he  said,  his  first  question  was,  "Are  you  upset  that  Honda 
created"— whatever  it  was— "2,500  jobs  in  my  district?"  I  said,  "No, 
I'm  not,  but  what  about  the  70,000  jobs  lost  in  other  areas  of  Ohio 
and  Michigan  and  other  States  throughout  the  United  States?" 
There  is  more  than  one  congressional  district,  more  than  one  inter- 
est at  work  here. 

There  are  no  studies  of  which  I  am  aware,  and  I  have  looked  at 
the  field  very  closely,  that  say  foreign  direct  investment  is  a  net 
gain  to  the  United  States,  that  it  creates  net  jobs.  Sure,  the  day  the 
Honda  plant  opens  there  may  be  2,500  additional  jobs  in  the 
United  States,  but  if  2  years  later  a  whole  bunch  of  suppliers  are 
out  of  business  and  5,000,  10,000  or  15,000  Americans  are  out  of 
work  in  other  portions  of  the  country  or  other  portions  of  the 
State,  foreign  direct  investment  has  done  nothing  for  the  United 
States. 

Myth  No.  6:  Enforcing  the  tax  laws  will  cost  American  jobs.  And 
this  notion  is  that  well,  gee,  if  we  chase  these  foreign  companies 
away,  American  firms  that  are  supplying  them  will  somehow  lose 
business,  they  will  not  be  able  to  supply  them  if  they  move  to,  say, 
Mexico  or  Canada  or  Southeast  Asia.  But  in  fact,  many  of  these 
foreign  firms,  especially  the  Japanese  firms,  do  not  allow  American 
companies  to  supply  them  in  the  first  place,  and  that  is  why  they 
are  not  a  psmacea. 

In  terms  of  their  presence  in  the  U.S.  market,  they  import  an 
awful  lot  of  stuff  from  overseas  and  they  cut  out  American  suppli- 
ers who  had  traditionally  supplied  American  industry,  so  there  are 
real  problems  there. 

The  notion.  Myth  No.  7,  enforcing  the  tax  law  will  invite  reci- 
procity from  other  countries,  I  think  our  other  witnesses  have  been 
through  that.  The  tax  laws  and  tax  treaties,  we  can  work  these 
things  out  with  our  trading  partners.  I  do  not  think  necessarily 
there  is  going  to  be  some  swift  sword  of  retribution. 

Myth  No.  8  is  that  foreign  firms  do  not  engage  in  transfer  pric- 
ing because  the  marginal  rates  of  taxation  are  higher  in  their 
home  countries.  Japanese  tax  rates  are  higher,  so  that  if  you  trans- 
fer your  profits  from  your  U.S.  affiliate  back  to  the  parent  compa- 
ny in  Japan,  you  are  going  to  wind  up  with  a  much  higher  tax 
burden.  I  suppose  theoreticSly  that  is  true,  but  in  fact  there  are  all 
sorts  of  mechanisms  in  the  Japanese  tax  law  that  are  not  available 
under  U.S.  tax  law  where  Japanese  cori)orations  can  avoid  paying 
taxes. 

I  would  like  to  submit  for  the  record  an  unpublished  paper  by 
John  Steam  of  the  American  Electronics  Association  in  Tokyo.  It  is 
called,  "Technotax:  How  Japan's  Tax  System  Spurs  Technology  De- 
velopment." ^ 


'  The  document  referred  to  appears  on  page  262. 
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Senator  Dorgan.  Without  objection,  we  will  put  it  in  the  record. 

Mr.  Kearns.  Mr.  Stearn  lists  132  tax  breaks  related  to  technolo- 
gy development  that  are  simply  unavailable  in  this  country. 

So  the  point  is,  you  can  shelter,  in  many  cases  foreign  companies 
can  shelter  a  lot  more  income  in  their  home  country  which  makes 
a  higher  marginal  rate  of  taxation  irrelevant,  essentially. 

Myth  No.  9  and  10  essentially  we  have  discussed  today,  and  they 
are  that  we  should  not  bother  going  after  this  problem  because  the 
IRS  has  not  been  successful,  and  litigation  results  on  pennies  on 
the  dollar.  It  would  cost  a  certain  amount  of  money  for  the  first  3 
years  while  we  would  train  additional  auditors  and  economists, 
etc.,  and  there  would  be  no  pay-back  over  the  short  term.  Well,  this 
is  typical  short-term  American  thinking,  which  our  corporations,  or 
many  of  them,  have  turned  around  in  the  last  10  years,  and  I  think 
our  government  and  our  Congress  have  to  take  a  long-term  look  at 
that.  It  is  worth  the  investment  to  do  something  about  this  prob- 
lem. Simply  because  it  is  broken  does  not  mean  that  we  should  not 
fix  it,  that  we  will  not  be  successful  in  fixing  it. 

Finally,  I  would  like  to  say,  Mr.  Chairman,  that  there  is  also — 
and  whatever  you  could  do  to  break  this  deadlock,  there  is  a  3-way 
deadlock  inside  our  Executive  Branch  between  the  Commerce  De- 
partment, Bureau  of  the  Census,  Treasury's  IRS,  and  Treasury's 
Customs  Service. 

My  suspicion  is,  although  since  a  lot  of  the  information  is  privi- 
leged, I  cannot  prove  this,  but  my  suspicion  is,  foreign  corporations 
are  submitting  three  different  sets  of  data  to  these  agencies.  Now, 
they  submit  one  set  of  data  to  Customs  when  they  enter  goods  in 
the  United  States,  they  submit  another  set  of  data  to  the  Bureau  of 
the  Census  when  Census  does  various  tabulations  about  the  state  of 
U.S.  industry,  and  they  submit  a  third  set  of  data  when  they  pay 
their  taxes  to  IRS.  And  we  have,  in  the  new  Secretary  of  the  Treas- 
ury, Secretary  Bentsen,  someone  who  is  very  concerned  about  this. 
He  held  hearings  on  the  Honda  customs  duty  avoidance  case  which 
is  still  pending,  and  I  think  maybe  a  direct  appeal  to  him  to  try  to 
get  two  agencies  under  his  control,  IRS  and  Customs,  talking  and 
sharing  data,  there's  an  awful  lot  that  can  be  done  informally.  I 
think  we  need  some  legislation,  too,  in  the  case  of  IRS,  but  essen- 
tially in  different  agencies  of  our  government,  we  have  the  infor- 
mation we  need  to  go  after  tax  cheating  and  to  make  the  IRS'  job, 
even  in  the  meanwhile,  even  as  we  look  at  alternative  solutions, 
much  easier. 

The  information  is  there,  there  is  no  question  about  it.  But  we 
have  gridlock  inside  the  Executive  Branch. 

Finally,  Mr.  Chairman,  I'd  like  to  suggest  a  private  remedy  for 
American  companies  that  is  rather  novel,  and  I  would  also  like  to 
submit  for  the  record  a  Law  Review  article  that  is  called, 
"RICO" — the  Racketeer  Influence  Corrupt  Organizations  Act — 
"Meets  Keiretsu:  A  Response  to  Predatory  Transfer  Pricing,"  by 
Jim  Harmon,^  who  is  an  attorney  who  was  formerly  involved  in  or- 
ganized crime  cases.  The  beauty  of  the  RICO  statute  is  that  private 
American  companies  can  collect  treble  damages  if  they  are  success- 


'  The  article  referred  to  appears  on  page  284. 
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ful.  They  are  the  ones  being  damaged.  Obviously,  our  government 
is  being  damaged  by  not  collecting  revenues,  but  also  private 
American  companies  are  being  damaged  in  the  marketplace.  And 
while  those  companies,  up  until  now  or  up  until  looking  at  RICO  or 
thinking  about  it,  they  really  have  to  wait  for  us  here  in  Washing- 
ton to  try  to  fix  the  system,  to  argue  about  this,  to  debate  about 
this,  and  there  seems  to  be  no  remedy  for  them  to  go  after  damages 
themselves  to  recoup  the  losses  that  they  faced,  in  effect,  by  pa5dng 
taxes  while  foreign  corporations  are  cheating  on  theirs. 

Mr.  Harmon  lays  out  a  very  extensive  and  thorough  case  for  pri- 
vate remedy  for  American  companies  damaged  by  these  foreign 
corrupt  practices,  to  try  to  recover  some  of  the  damages. 

Mr.  Kearns.  So  in  summation  I  would  say,  Mr.  Chairman,  that 
you  and  we  who  want  to  change  the  system  face  a  rather  difficult 
fight.  There  is  more  or  less  an  unholy  alliance  between  foreign  cor- 
porations operating  in  the  United  States  through  subsidiaries  with 
free  trade  ideology  that  says  let's  not  have  any  barriers  to  trade, 
taxation  seems  to  be  one  of  those  barriers,  and  between  a  lot  of 
lawyers  and  lobbyists  in  this  town  who  are  perfectly  happy  to 
make  a  lot  of  money  advising  foreign  corporations. 

I  can  show  you  pamphlets  where  Big  Eight  accounting  firms  ad- 
vertise, hey,  we'll  help  you  beat  U.S.  taxes,  you  know,  come  and 
retain  us.  There  is  an  article  from  the  Financial  Times  from  2 
weeks  ago,  March  5,  1993,  and  a  group  of  U.S.  lawyers  held  a  meet- 
ing at  the  American  Chamber  of  Commerce  in  London  and  said 
that  you're  going  to  have  to  retain  our  services  if  you  want  to 
defeat  Mr.  Clinton's  plans  to  tax  you.  So  there  are  a  lot  of  vested 
interests  here,  and  again,  I  commend  you  on  holding  this  hearing. 
The  solutions  are  rather  obvious,  but  we  have  a  lot  of  work  to  do  to 
defeat  those  vested  interests. 

Thank  you. 

Senator  Dorgan.  Thank  you,  Mr.  Kearns,  very  much. 

I  should  say  that  while  we  asked  the  Internal  Revenue  Service  to 
come  today  and  they  were  not  able  to  at  this  point,  it  was  not  my 
intention  to  promote  a  debate  between  those  who  believe  the 
system  should  change  and  those  who  believe  the  system  is  remark- 
ably effective  the  way  it  is.  Those  who  now  like  the  system  and 
take  full  advantage  of  the  system  have  had  their  day  and  will  have 
their  day  in  the  future. 

My  interest  today  was  to  hear  from  the  GAO  and  to  hear  from 
others  who  have  written  and  thought  about  and  worked  on  these 
questions — in  particular,  on  whether  a  strong  case  can  be  made  for 
change.  I  think  the  answer  is  yes.  I  felt  that  way  before,  but  I  am 
even  more  convinced  after  much  of  the  discussion  today.  That  was 
the  purpose  of  this  hearing. 

There  will  be  other  hearings  and,  believe  me,  those  who  feel  very 
strongly  opposed  to  change  will  have  their  day  in  court  in  a  thou- 
sand different  ways  and  on  a  thousand  different  days.  They  are 
very  adept  at  that.  That  was  not  the  purpose  of  this  particular 
hearing. 

Let  me  ask  some  questions,  and  again,  I  appreciate  the  patience 
that  all  of  you  have  exhibited  today. 

First,  if  the  government  were  to  change  its  fundamental  ap- 
proach in  a  more  aggressive  way  than  has  been  proposed  by  the  bu- 
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reaucracy,  at  the  moment,  the  affected  taxpayers  would  say  that 
this  is  merely  an  attempt  to  maximize  revenue  and,  in  fact,  truck 
in  revenue  from  other  jurisdictions  to  be  taxed  in  the  United 
States.  In  fact,  before  we  had  formulary  apportionment,  California 
was  more  aggressive  than  most  of  the  States  and  there  was  some- 
thing that  we  called  the  California  Hog  Rule,  which  meant  that 
anything  anybody  else  did  not  get,  California  wanted  as  tax  base. 

Some  would  suggest  that  if  the  Federal  Government  is  going  to 
move  in  this  direction  in  an  aggressive  way,  maybe  it  simply  wants 
to  import  taxes  from  other  nations,  import  tax  base  from  other  na- 
tions, so  it  can  extract  from  foreign  corporations  as  much  as  it  can 
possibly  get. 

Mr.  Bucks,  will  moving  to  a  formulary  apportionment  cause  any 
danger  that  foreign  corporations  will  be  over-taxed? 

Mr.  Bucks.  Mr.  Chairman,  I  do  not  believe  so  at  all,  and  I  would 
like  to  say  that  the  formulary  apportionment  system  would  estab- 
lish a  level  playing  field  for  all  the  kinds  of  businesses  that  are 
really  affected,  that  is,  the  foreign  corporations  that  are  operating 
through  subsidiaries  in  the  United  States,  the  U.S.  multinationals 
who  operate  abroad,  as  well  as  the  small  businesses  that  report 
only  here  in  the  United  States.  It  creates  a  fair,  equitable,  level 
playing  field  system. 

Formulary  apportionment  does  not  attempt  to  take  some  type  of 
unreasonable  share  of  the  income  that  is  being  earned.  To  the  con- 
trary, the  precise  object  of  formulary  apportionment  is  to  have 
income  reported  with  certainty  that  reasonably  reflects  the  eco- 
nomic activity  that  is  being  carried  on  within  a  jurisdiction,  and  in 
this  case 

Senator  Dorgan.  So  it  is  a  protection  for  the  taxpayer  as  well  as 
for  the  government  to  be  sure  that  there  is  not  over-counting,  as 
well  as  under-counting? 

Mr.  Bucks.  That  is  correct,  and  I  want  to  emphasize,  and  I  think 
from  the  standpoint  of  the  commission,  we  think  the  problem  is  not 
a  problem  that  is  limited  to  foreign  multinationals.  We  think  this 
is  a  problem  that  occurs — the  current  system — the  problem  is  not 
with  the  corporations.  The  problem  is  with  the  system  and  the 
system  is  one  that  causes  difficulties  regardless  of  the  Nationality 
of  the  company.  It  is  too  complicated.  It  simply  does  not  work,  and 
a  formulary  apportionment  system  is  fair  and  equitable,  and  that 
is  what  the  Supreme  Court  has  said  whenever  it  has  looked  at  that. 

Senator  Dorgan.  That  is  an  important  point  I  have  used  as  well. 
In  fact,  the  problem  exists  with  respect  to  all  integrated  economic 
units  doing  business  in  many  jurisdictions.  It  is  not  just  foreign  cor- 
porations. 

Mr.  Mclntyre,  is  it  possible  that  those  particular  foreign  corpora- 
tions that  are  on  this  chart  are  not  paying  taxes  because  they  are 
not  earning  money  here?  Might  that  be  the  simple  answer? 

Mr.  McIntyre.  I  think  it  is  certainly  true  for  some  of  them,  but 
for  those  big  ones,  no.  The  problem  is  transfer  pricing.  And  we 
catch  them  in  crazy  traps,  you  know.  One  of  those  big  transfer  pric- 
ing cases  came  up  when  Toyota  was  accused  of  dumping  its  cars 
here,  charging  its  U.S.  subsidiary  too  little.  So  Toyota  raised  its 
prices  and  that  wiped  out  its  taxable  U.S.  profits  through  transfer 
pricing,  so  Toyota  did  not  pay  any  U.S.  taxes. 
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The  system  is  crazy,  the  way  it  works.  Obviously,  Toyota  and 
companies  like  that  should  be  paying  American  taxes,  and  if  we 
have  a  system  where  they  are  either  accused  of  violating  our  trade 
laws  or  violating  our  income  tax  laws,  no  matter  what  they  do,  the 
system  does  not  work. 

Senator  Dorgan.  Mr.  Kauder  and  perhaps  Mr.  Wickham,  as 
well,  both  of  you  I  think  are  sajdng  that  the  Federal  Government 
can  accomplish  a  change  in  fundamental  policy  probably  without  a 
change  in  law,  just  a  change  in  will  at  Treasury  and  the  IRS — a 
decision  to  move  forward  and  use  formulary  apportionment.  Is  that 
the  position  that  both  of  you  take? 

Mr.  Wickham.  Well,  speaking  for  myself,  I  can  say  that  is  so.  We 
concluded  in  our  article  as  a  matter  of  law  that  neither  Section  482 
of  the  statute  nor  any  existing  bilateral  tax  treaty  to  which  the 
United  States  is  a  party,  precludes  the  Internal  Revenue  Service  in 
the  pending  regulations  (as  you  know,  there  is  outstanding  a  tem- 
porary regulation  and  also  a  proposed  regulation  which  includes  a 
profit  split  proposal  in  it)  which  precludes  the  IRS  and  Treasury 
from  acting  to  promulgate  a  regulation  which  permits  profit-split- 
ting by  reference  to  pre-identified  factors,  such  as  in  formulary  ap- 
portionment. 

Now,  there  are  practical  issues.  To  prevent  double  taxation  or 
under-taxation,  one  needs  to  have  agreement  with  one's  trading 
partners,  just  as  the  States  in  UDIPTA  and  the  Multistate  Task 
Commission  reflect  their  u  nderstanding  of  the  importance  of  get- 
ting agreement  on  application  of  these  apportionment  rules.  But  as 
a  matter  of  law,  there  is  no  statutory  change  that  is  required,  in 
my  view,  to  authorize  the  Treasury  and  the  Service  to  amend  their 
regulations  to  stop  putting  all  this  priority  on  transfer  pricing  and 
even  without  abandoning  an  arm's  length  method,  and  to  just 
using  apportionment,  sometimes  called  profit-splitting  by  reference 
to  factors.  That  is  viewed  in  many  quarters  as  an  arm's  length 
method — not  an  arm's  length  pricing  method — ^but  an  arm's  length 
method. 

Senator  Dorgan.  Mr.  Kauder. 

Mr.  Kauder.  Yes.  I  have  written  on  the  subject.  Senator.  No  stat- 
utory amendment  is  required  to  adopt  and  enforce  formulary  ap- 
portionment. In  my  view,  no  one  could  claim  that  that  method  vio- 
lates any  treaty  provision  that  we^  have  entered  into,  and  we  would 
have  the  same  circumstance  under  the  treaties  that  we  have  today. 

In  each  individual  case,  the  other  country  is  going  to  decide 
whether  the  result  of  our  adjustment  is  something  that  they  are 
going  to  accommodate  on  the  other  side.  They  either  will  or  they 
will  not,  based  upon  whatever  they  take  into  account  today.  We 
have  no  assurance  today,  if  we  go  out  and  find  a  comparable  price, 
that  the  other  country  is  going  to  accept  it. 

Also,  we  should  not  lose  sight  of  the  fact  that  the  tax  base  itself 
has  to  be  re-established  and  to  the  extent  apportionment  simply  en- 
larges the  tax  base,  there  is  no  double  taxation  implicated. 

Senator  Dorgan.  Let  me  ask  either  one  of  you  another  question. 
The  administration  has  proposed  temporary  regulations  here  and 
changes.  Some  say,  well,  obviously  this  is  evidence  that  we  are 
moving  toward  solving  the  problem.  Does  this  solve  the  problem? 
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Mr.  WiCKHAM.  I  do  not  see  it  that  way  at  all.  It  is  simply  a  con- 
tinuation of  the  old  order  arm's  length  transfer  pricing.  It  is  trjdng 
valiantly  to  hold  to  that  old  standard,  the  unworkability  which  is 
already  well  established.  I  mean,  30  years  of  evidence — how  much 
more  do  we  need  to  know  that  it  is  not  working?  They  are  holding 
steadfastly  and  tenaciously  to  that  standard  with  a  lot  of  very,  very 
detailed  rules,  all  to  what  end?  Proving  comparable  transfer  prices. 
Too  many  of  us  know  from  practice  that  there  are  not  comparables 
to  be  found  in  a  lot  of  major  situations. 

We  ought  to  get  with  the  business  that — I  see  some  people  in  the 
IRS  are  beginning  to  talk  about  doing  it  in  so-called  global  trading 
rules.  They  are  coming  up  with  what  are  the  factors  that  we  ought 
to  be  looking  at  to  determine  how  much  of  the  income  the  United 
States  should  tax  versus  how  much  the  foreign  countries  should 
tax. 

The  temporary  regulation  that  was  proposed  does  nothing  but 
perpetuate  the  existing  arm's  length  pricing  system  and  it  keeps 
the  focus  of  attention  away  from  where  it  needs  to  be.  What  are 
the  rules  to  be  for  determining  fair  share,  of  this  country  or  the 
other  countries?  Precise  rules  that  are  reducible  numbers  on  tax 
returns  by  auditing  agents,  by  taxpayers,  and  so  on. 

Senator  Dorgan.  Mr.  Kauder,  do  you  have  anjrthing  to  add  to 
that? 

Mr.  Kauder.  Yes,  I  have  a  metaphor  that  is  in  my  written  state- 
ment. The  situation  is  like  organizing  an  Easter  egg  hunt  without 
first  hiding  any  eggs.  No  matter  how  many  children  are  invited  to 
join  in  the  search  and  no  matter  how  detailed  the  instructions  are 
for  finding  the  eggs,  none  will  be  found  because  none  are  out  there, 
and  I  think  that  is  my  view  of  the  most  recent  set  of  regulations. 

It  is  the  same  old  story.  It  is  stewing  up  the  same  pot.  And  I  will 
not  take  the  time  here,  but  the  whole  history  from  1986,  when  Con- 
gress amended  Section  482,  and  then  we  had  the  1988  white  paper 
and  then  we  had  the  1992  regs  and  the  1993  regs,  if  you  see  the 
extraordinary  shifts  in  position  at  each  stage,  you  can  only  con- 
clude that  the  people  who  were  doing  this  work  are  simply  spin- 
ning around  in  a  stationary  position.  And  that  is  too  bad.  That  is 
not  harmless. 

Senator  Dorgan.  And  so  the  temporary  regs  in  which  we  pre- 
scribe greater  penalties,  if  they  find  eggs,  really  become  irrelevant 
if  there  are  no  eggs  to  find.  It  is  a  good  metaphor,  perhaps. 

Mr.  Kearns,  you  indicated  that  people  talk  about  the  need  for 
change  in  the  way  we  do  this  are  described  as  "protectionists"  or 
"nuts."  I  understand  that.  There  is  a  sort  of  fraternity  in  this  town 
of  international  thinkers.  They  are  the  ones  that  know.  They  are 
the  ones  that  have  all  the  information  and  are  able  to  make  judg- 
ments, and  anybody  outside  that  fraternity  is  supposedly  not  capa- 
ble of  understanding  the  true  dimensions  of  the  various  problems. 

You  represent  a  group  of  American  businesses,  I  understand. 
You  heard  me  say  that  I  agree  with  Mr.  Bucks  and,  I  believe  Mr. 
Mclntyre  that  this  is  not  just  an  issue  of  foreign  corporations  doing 
business  in  this  country.  In  fact,  the  example  I  described  at  the 
start  of  this  hearing — the  19  file  boxes  of  paper  and  probably  won- 
derful incomes  and  new  homes  for  attorneys  and  accountants  who 
participated  in  10  years  or  12  years  of  dispute — had  to  do  with  an 
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American  corporation  and  a  subsidiary  in  Singapore  that  made  air- 
plane parts  and  transfer-priced  the  profits  out  of  this  country. 

So,  the  problem  is  not  just  with  foreign  corporations  doing  busi- 
ness in  this  country.  Do  you  agree? 

Mr.  Kearns.  Oh,  absolutely.  One  of  the  points  I  w£is  making 
when  I  said  that  the  voice  of  small  business  really  has  not  been 
heard  is  that  small  business  is  not  only  hurt  by  foreign  corpora- 
tions engaging  in  these  practices,  but  by  large  American  multina- 
tionals engaging  in  these  practices,  also. 

We  are  here,  we  do  not  go  anywhere.  Good  times  and  bad,  we  are 
manufacturing  in  the  United  States,  more  or  less,  depending  on  the 
economic  conditions,  but  we  do  not  have  the  luxury  that  any  multi- 
national does  to  move  profits  around  to  a  country  with  a  low  tax 
rate  or  offering  tax  holidays,  etc. 

So  I  think  that  the  problem  can  be  on  both  sides — both  the 
American  multinationals  and  the  foreign  multinationals — and  the 
behavior,  if  they  are  engaging  purposely  in  tax  avoidance,  the  be- 
havior is  reprehensible  in  either  case. 

Senator  Dorgan.  A  quick  question  for  Mr.  Aldape  and  Mr. 
Miller:  My  Eissumption  is,  if  you  did  not  have  a  formulary  approach 
with  which  to  audit,  you  would  not  have  an  audit  program.  My  as- 
sumption is,  you  simply  would  not  have  the  resources  with  which 
to  even  begin  a  transaction  by  transaction  analysis  of  related  cor- 
porate entities.  Is  that  the  case? 

Mr.  Aldape.  Mr.  Chairman,  in  the  case  of  a  State  like  Idaho, 
that  is  absolutely  the  case.  There  is  no  way  that  we  could  practical- 
ly get  into  the  business  of  auditing  these  types  of  taxpayers  rela- 
tive to  their  activity  in  Idaho  under  the  arm's  length  pricing  type 
approach. 

Mr.  Miller.  For  the  State  of  California,  Senator  Dorgan,  we  are 
about  to  find  out.  We  have  embarked  upon  our  own  arm's  length 
audit  program.  As  of  the  first  of  the  year,  I  believe  we  have  about 
half  a  dozen  taxpayers  who  we  have  approached  on  that  basis  and 
we  are  going  to  develop  our  own  experience. 

In  terms  of  the  legislation  we  passed  when  we  went  to  the 
water's  edge,  there  is  an  assumption,  a  presumption  attached  to 
IRS  adjustments  in  the  area.  If  the  IRS  is  in  fact  auditing  people  in 
this  area,  then  we  are  going  to  have  to  live  with  what  they  go  by, 
and  so  what  we  are  aiming  at  companies  different  than  the  IRS 
has  been  auditing,  and  there  are  some  areas  where  our  law  is  dif- 
ferent than  the  IRS's,  very  specifically  the  936  corporations — and  I 
do  not  know  whether  eager  is  the  right  word — we  at  least  would 
like  to  try  this  and  see  what  happens  with  it  and  develop  our  own 
experience  and  see  how  it  compares  to  what  the  IRS  has  been  able 
to  do. 

I  do  not  hold  out  great  hope  for  it,  but  we  are  certainly  going  to 
try. 

Senator  Dorgan.  One  of  the  points  made  by  Mr.  Wickham  that  I 
think  is  important  is  that  this  country  is  a  leader  in  these  areas.  If 
this  country  and  this  President  decides — and  I  hope  he  will — that 
he  is  going  to  exert  leadership  and  say,  "Here  is  the  direction  we 
need  to  go.  We  need  an  international  agreement  on  how  to  appor- 
tion income  between  the  various  countries;"  if  we  could  provide 
that  leadership,  in  the  next  decade  we  could  change  the  interna- 
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tional  rules  on  how  this  income  is  reported.  That  would  obviously 
add  revenue,  which  we  need;  but  it  would  also  create  a  situation 
that  is  more  fair  for  the  smaller  enterprises  that  stay  in  one  place 
and  must  pay  their  taxes.  Another  salutary  effect  for  the  country 
is  that  it  would  shut  down  an  enormous  amount  of  economic  activi- 
ty— tax  lawyers  and  so  forth — that  I  view  as  useless  and  hopefully 
put  those  good  minds  to  other  work,  useful  work. 

This  testimony  today  has  been  very  helpful  in  furthering  the  un- 
derstanding that  we  could  in  fact  change  the  current  approach, 
that  we  could  encourage  the  Administration,  the  Treasury,  the  In- 
ternal Revenue  Service,  to  change  this  approach  and  set  in  motion 
a  whole  series  of  advantageous  results  from  that. 

I  want  to  thank  all  of  you  for  excellent  testimony,  and  we  will 
continue  additional  hearings  on  this  subject  in  the  future. 

I  am  going  to  ask  also,  with  unanimous  consent,  that  we  include 
testimony  from  Frances  Zuniga  ^  in  the  permanent  testimony  of 
this  hearing. 

Senator  Dorgan.  Thank  you  all  very  much. 

The  hearing  is  now  adjourned. 

[Whereupon,  at  3:43  p.m.,  the  Committee  was  adjourned.] 


'  The  prepared  statement  of  Ms.  Zuniga  appears  on  page  317. 
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UPDATED  INFORMATION  ON 
TRANSFER  PRICING 

SUMMARY  STATEMENT  OF 

NATWAR  M.  GANDHI 

ASSOCIATE  DIRECTOR,  TAX  POLICY  AND  ADMINISTRATION  ISSUES 

GENERAL  GOVERNMENT  DIVISION 

U.S.  GENERAL  ACCOUNTING  OFFICE 

For  each  year  from  1987  through  1990,  about  72  percent  of 
foreign-controlled  corporations  paid  no  U.S.  income  tax,  compared 
to  about  59  percent  of  U.S. -controlled  corporations.   The  207 
foreign-controlled  corporations  with  assets  of  $250  million  or 
more  that  did  not  pay  tax  in  1989  received  about  10  percent  of 
the  receipts  and  had  17  percent  of  the  assets  of  all  foreign- 
controlled  corporations.   Although  data  showing  differences 
between  foreign-  and  U.S. -controlled  corporations  could  indicate 
potential  transfer  price  abuse  by  foreign-controlled 
corporations,  they  do  not  prove  such  abuse. 

The  dollar  amounts  at  issue  between  IRS  and  taxpayers  in  transfer 
pricing  cases  have  remained  large.   IRS  in  1992  proposed  section 
482  adjustments  of  at  least  $1  billion  for  foreign-controlled 
corporations  and  at  least  $3.1  billion  for  U.S. -controlled 
corporations.   On  September  30,  1992,  at  least  $14.4  billion  of 
proposed  section  482  adjustments  had  been  protested  by  taxpayers 
to  IRS'  Appeals  division  and  were  awaiting  resolution. 

IRS'  recent  experience  with  section  482  cases  has  been  difficult. 
In  1992,  Appeals  sustained  only  24  percent  of  the  dollar  amount 
of  section  482  adjustments  proposed  by  IRS  examiners.   Also,  IRS 
lost  a  significant  section  482  issue  for  each  of  the  five 
corporations  that  had  a  major  section  482  case  litigated  and 
ruled  on  by  a  court  between  1990  and  1992. 

In  the  broader  area  of  managing  its  international  operations,  IRS 
did  not  meet  a  couple  of  its  acknowledged  needs.   It  did  not  have 
operational  a  new  system  for  capturing  examination  data  that  was 
to  be  used  for  1992,  and  it  had  not  yet  implemented  a  staffing 
model  to  better  assess  its  international  staffing  needs. 

The  challenges  of  section  482  cases  will  remain  for  at  least  two 
reasons.   First,  the  growing  influence  of  international  forces  on 
the  U.S.  economy  will  continue  to  increase  the  potential  for 
underpayment  of  U.S.  taxes  through  transfer  pricing  practices  of 
multinational  companies.   This  influence  is  demonstrated  by  the 
growing  amount  of  merchandise  exports  of  U.S.  parent  companies  to 
their  foreign  affiliates,  which  increased  from  $6  billion  in  1966 
to  $86  billion  in  1989  and  represented  24  percent  of  total  U.S. 
merchandise  exports  in  1989.   Second,  while  the  new,  temporary 
transfer  pricing  regulations  have  many  promising  features,  they 
still  require  taxpayers  and  IRS  examiners  to  collect  great 
amounts  of  information  and  use  considerable  subjective  judgment 
to  compute  arm's  length  prices. 
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Mr.  Chairman  and  Members  of  the  Committee: 

We  are  pleased  to  be  here  today--at  Senator  Dorgan's  request--to 
provide  you  information  about  transfer  pricing^  issues  facing 
the  Internal  Revenue  Service  (IRS),  specifically  in  the  areas  of 
tax  payments  of  foreign-controlled  corporations,  exams,  appeals, 
litigation,  and  new  transfer  pricing  regulations.   This 
information  updates  that  published  in  our  1992  report. 
International  Taxation:   Problems  Persist  in  Determining  Tax 
Effects  of  Intercompany  Prices  (GAO/GGD-92-89,  June  15,1992). 

Today  we  have  four  major  points: 

--Our  review  of  1989  and  1990  tax  data  showed  that,  as  in 
previous  years,  a  larger  percentage  of  foreign-controlled 
corporations  than  U.S. -controlled  corporations  paid  no 
income  taxes  in  the  United  States. 

--IRS'  experience  in  dealing  with  transfer  pricing  issues  has 
continued  to  be  difficult,  and  the  dollar  amounts  at  stake 
have  remained  large.   IRS  examiners  have  increased  their 
audits  of  foreign-controlled  corporations,  but  IRS  has  not 
yet  succeeded  in  sustaining  examination  findings  from 
previous  years  through  the  appeals  process  and  the  courts. 


^Transfer  prices  are  prices  companies  charge  other  related  companies  for  goods 
and  services  transferred  on  an  intercompany  basis. 
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A  staffing  model  to  help  allocate  international  staffing 
resources  has  not  yet  been  adopted,  and  a  new  data  system  to 
capture  all  examination  findings  is  not  yet  in  place. 

-IRS  has  moved  toward  using  different  tools  in  the  transfer 
pricing  area,  such  as  advance  pricing  agreements  and 
arbitration,  but  because  of  IRS'  limited  experience  with 
them,  it  is  too  early  to  tell  what  their  eventual  impact 
will  be. 

-The  challenges  of  section  482^  cases  will  remain  in  the 
foreseeable  future.   Congress  and  IRS  can  expect  continuing 
problems  in  this  area  for  at  least  two  reasons : 

— First,  the  growing  global  economy  will  likely  increase 
the  number  of  cross-border  transactions  and  thus  the 
potential  for  underpayment  of  U.S.  taxes  through 
transfer  pricing  practices  of  multinational  companies. 

--Second,  the  arm's  length  standard--which  is  the 

standard  the  United  States  and  other  countries  use  to 
govern  transfer  pricing--will  continue  to  be  difficult 
for  IRS  to  enforce.   While  new  regulations  in  the  area 


2 


Section  482  of  the  Internal  Revenue  Code  gives  the  Treasury  Secretary  broad 
authority  to  allocate  income  among  related  parties  in  order  to  prevent  tax 
evasion  or  clearly  reflect  the  income  of  the  parties. 
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have  many  promising  features,  they  still  require 
taxpayers  and  IRS  examiners  to  collect  a  great  deal  of 
information  and  use  considerable  subjective  judgment  to 
compute  arm's  length  prices  in  an  increasingly  complex 
international  business  environment. 

HIGHER  PERCENTAGE  OF  FOREIGN-CONTROLLED  CORPORATIONS 
DID  NOT  PAY  TAX 

As  Shown  in  table  1,  for  each  year  from  1987  through  1990,  about 
72  percent  of  foreign-controlled  corporations  paid  no  U.S.  income 
tax,  compared  to  about  59  percent  of  U.S . -controlled 
corporations.'  We  examined  the  nonpaying  corporations  by  their 
1989  asset  size  and  found  that  29,781  foreign-controlled 
corporations  had  assets  lower  than  $10  million  and  paid  no  income 
tax.   These  foreign-controlled  companies  comprised  66  percent  of 
all  foreign-controlled  corporations,  but  they  had  only  3  percent 
of  the  receipts  and  about  2  percent  of  the  assets  of  all  foreign- 
controlled  corporations.   Similarly  sized  U.S. -controlled 
corporations  that  did  not  pay  income  taxes  represented  about  58 
percent  of  all  U.S. -controlled  corporations. 


'Figures  were  obtained  from  weighted  estimates  based  on  samples,  with  weights 
provided  by  IRS,  and  they  are  subject  to  samipling  error. 
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In  the  group  of  very  large  corporations--that   is,    those  with   $250 
million  or  more   in  assets--207   of   693   foreign-controlled 
corporations   did  not  pay  taxes.      These   large,    foreign-controlled 
corporations   had  about    10   percent  of   the   receipts   and    17   percent 
of   the  assets   of   all    foreign-controlled  corporations.      In 
comparison,    1,555   of   4,650  U.S . -controlled  corporations  with   $250 
million  or  more   in  assets   did  not  pay  tax   in   1989.      These   large 
corporations   had  about   4   percent  of   the  receipts   and  about    13 
percent   of   the  assets   of   all   U.S. -controlled  corporations.      More 
information   about    foreign-   and  U.S. -controlled  corporations   and 
whether  they  paid  taxes    is   provided   in  table   2   and  appendix   I. 


Table    1:      Foreign-   and  U. S. -Controlled  Corporations   Pavine  No  Taxes.    1987  to 
1990 


Foreign-controlled 
corporations 

U.S. -controlled 
corporations 

Ntimber  of 
returns 

Percent 

Number  of 
returns 

Percent 

1987 

29,928 

71 

1,333,470 

57 

1988 

33.636 

73 

1,310,698 

58 

1989 

32,135 

72 

1,265.970 

59 

1990 

(preliminary) 

32,323 

73 

1,264,349 

61 

Note:      These  percentages  are  based  on  tax  returns  as   filed  and  do  not   reflect 
IRS   audits   or  net   operating   loss   carrybacks   that  would   result   from  any   losses 
in   future  years.      Figures  were  obtained   from  weighted  estimates  based  on 
samples,   with  weights  provided  by  IRS,    and  they  are  subject  to  sampling  error. 

Source:      IRS   data. 
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Table  2:      Foreign-  and  U.S. -Controlled  Corporations  With  Assets  Equal   to  or 
Greater  Than   $250  Million  That  Paid  or  Did  Not   Pay   Income  Taxes    for   1989 


Large  foreign-controlled 

corporations  (FCCs)  that  did 

not  pay  U.S.  income  tax 

Large  U.S. -control led 

corporations  (USCCs)  that 

did  not  pay  U.S.  income  tax 

Percent  of 
large  FCCs 

Percent  of 
large  USCCs 

Returns 

207 

30 

1,555 

33 

Receipts 
(million) 

$9A,956 

14 

$341,620 

7 

Assets 
(million) 

$243,226 

21 

$1,904,803 

15 

Large  foreign-controlled 

corporations  that  paid  U.S. 

income  tax 

Large  U.S. -controlled 

corporations  that  paid  U.S. 

income  tax 

Percent  of 
large  FCCs 

Percent  of 
large  USCCs 

Returns 

486 

70 

3,095 

67 

Receipts 
(million) 

$584,329 

86 

$4,705,449 

93 

Assets 
(million) 

$935,649 

79 

$10,892,026 

85 

Taxes 
(million) 

$4,193 

100 

$64,434 

100 

Note:      Figures  were  obtained   from  weighted  estimates  based  on  samples,    with 
weights   provided  by   IRS,    and  they  are   subject   to  sampling  error. 

Source:      IRS  data. 


We  examined   several   categories   of  expenses   and  deductions   claimed 
by  corporations   in   1989   and   found  that   the   ratio  of   cost   of   goods 
sold   to   receipts    for   foreign-controlled  corporations  was   at   least 
12   percentage  points   higher   than  the   same  ratio   for  U.S.- 
controlled   corporations.       (See   table   3.)      Although  data   showing 
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differences   between   foreign-   and  U.S. -controlled  corporations 
could   indicate  potential   transfer  price  abuse  by   foreign- 
controlled  corporations,    they  do  not  prove   such  abuse.      We 
concluded   in  our   1992   report   that  other   factors,    such  as   attempts 
to   increase  market   share,    newness   of   investment,    extent   of 
leverage,    and   fluctuating  exchange   rates   can  also  contribute   to 
the  differences. 


Table   3:      Percentage  of  Cost   of  Goods   Sold.    Interest,    and  Net  Operatine  Loss 
Deductions    for  Foreign-   and  U. S. -Controlled  Corporations    in   1989 


^=^====^^====== 

Foreign-controlled 
corporations 

U.S. -controlled 
corporations     || 

Did  not 
pay  tax 

Paid 
tax 

Did  not 

pay  tax 

Paid 
tax 

Cost  of  goods  sold/receipts 

69.9% 

67.4% 

55.2% 

55.4% 

Interest  paid/receipts 

9.2% 

6.2% 

8.2% 

8.2% 

Net  operating  loss 
deduction/ receipts 

0.2% 

0.7% 

0.5% 

0.4% 

Taxes/receipts 

0.0% 

0.8% 

0.0% 

1.3% 

Note:      Figures  were   obtained   from  weighted  estimates   based  on   samples,    with 
weights   provided  by   IRS,    and  they  are   subject   to   sampling  error. 

Source:      IRS   data. 


IRS'     EXPERIENCES    WITH    TRANSFER 
PRICING    IN    EXAMINATIONS. 
APPEALS.    AND   LITIGATION 


IRS   examiners   continue  to  propose   substantial   section  482 
adjustments   to   income.      However,    IRS   appeals   officers,    who   are 
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charged  with  resolving  tax  controversies  without  litigation, 
continue  to  substantially  reduce  adjustments  proposed  by 
examiners.   Further,  IRS  has  been  unsuccessful  in  litigating 
Important  section  482  cases  in  the  courts. 

IRS'  Examination  of  Section  482  Issues 

IRS  uses  audits  to  encourage  corporations  to  comply  with  section 
482  and  detect  those  who  do  not.   In  the  wake  of  congressional 
oversight  of  IRS'  transfer  pricing  enforcement  activities,  IRS 
increased  the  number  of  international  examiners  by  19  percent, 
from  490  in  fiscal  year  1990  to  582  examiners  in  fiscal  year 
1992.   At  about  the  same  time,  IRS  increased  the  audit  rate  for 
foreign-controlled  corporations  from  1.3  percent*  to  3.5 
percent-- 1,666  actual  1992  examinations  of  47,000  corporations.* 

The  amount  of  proposed  adjustments  to  income  that  IRS  has 
Identified  in  audits  is  in  the  billions  of  dollars.   For  example, 
in  1992,  for  cases  with  total  proposed  adjustments  of  $20  million 
or  more,  IRS  proposed  section  482  adjustments  of  $1  billion  for 
foreign-controlled  corporations  and  $3.1  billion  for  U.S.- 
controlled  corporations.   (See  table  4.) 


*IRS  testified  in  1990  that  it  planned  to  examine  600  of  45,000  corporations. 

*The  long-term  trend  for  IRS  audits  of  all  corporations — both  with  and  without 
international  components — was  generally  downward  in  the  1980s.  In  1980,  the 
audit  rate  for  all  corporations  was  6.5  percent.  In  1991  the  rate  was  2.4 
percent. 
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Table   A:      Proposed   Section   482   Income  Adiustments   of  Foreign-   and  U.S.- 
Controlled  Corporations  With   $20  Million  or  More   of  Total   Proposed  Adjustments 

Dollars   in  billions 


Foreign-controlled 
corporations 

U.S. -controlled 
corporations 

Total        1 

Firms 

Adjustment 
amount 

Firms 

Adjustment 
amount 

Firms 

Adjustment 
amount 

1989 

12 

$0.7 

31 

$4.1 

43 

$4.8 

1990 

11 

$1.6 

26 

$4.4 

37 

$6.0 

1991 

12 

$1.1 

23 

$1.2 

35 

$2.3 

1992 

13 

$1.0 

37 

$3.1 

50 

$4.1 

Note:      A   few  large  adjustments   significantly  affect  comparisons   of  adjustments 
for   foreign-   and  U. S. -controlled  corporations   since  they  comprise   large 
percentages   of  the  totals. 


Source: 


IRS   data. 


Reliable  breakouts   of   IRS   examinations  with  proposed  adjustments 
under   $20  million  and   their   section   482   proposed  adjustments   were 
not   available.      Although  we  reported   last  year   that   a   new  system 
for  capturing  examination  data  was   to  be  used   for   1992,    this 
system   for  capturing  all   examination   findings    is   not  yet   in 
place.      IRS'    goal    is   to   have   it   operational   in   fiscal   year   1993. 

In  trying   to  determine   the  amount   of   IRS   staff   time   spent   on 
section   482,    we   found  that   IRS  does   not  have  a   system   for 
capturing  staff   time  used  on   individual   Internal   Revenue  Code 
sections.      Using   a   formula  provided  by   IRS,    however,    we   estimated 
that   in   fiscal   year   1992,    IRS   spent-about   19   economist   staff 
years   and   164    international   examiner   staff   years   on  examinations 
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that  had  a  section  482  adjustment  among  other  Issues.   The 
International  examiner  time  was  about  40  percent  of  international 
examiners'  time  spent  on  all  closed  international  examinations. 

We  also  found  that  for  cases  with  proposed  adjustments  of  $20 
million  or  more,  71  percent  of  international  examination  time 
went  to  cases  with  one  or  more  section  482  issues  in  fiscal  year 
1992.   According  to  an  IRS  analysis  of  these  cases,  which  IRS 
cautioned  Is  skewed  by  a  few  large  cases  and  combined  several 
types  and  sizes  of  taxpayers,  it  took  over  twice  as  many  hours 
per  year  to  examine  a  corporation  with  a  section  482  issue  as  it 
did  to  examine  one  without  the  issue. 

Section  482  cases  resulted  in  more  projected  tax  per  hour  of 
examination  for  U.S . -controlled  corporations  but  less  tax  per 
examination  hour  for  foreign-controlled  corporations.   In  terms 
of  projected  tax  divided  by  examination  hours,  audits  of  U.S.- 
controlled  corporations  with  section  482  issues  were  twice  as 
productive  ($25,766)  as  those  without  these  issues  ($12,955). 
However,  the  productivity  of  audits  of  foreign-controlled 
corporations  with  section  482  issues  ($20,436)  was  less  than 
those  without  section  482  issues  ($23,558). 
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In  a  related  matter,  an  internal  IRS  report  in  mid- 1991*  and  our 
1992  report  recommended  that  IRS  implement  a  staffing  model  to 
better  assess  international  staffing  needs  overall  as  well  as  on 
audits  of  other  than  the  largest  corporations.   IRS  has  not  yet 
implemented  such  a  model  but  is  studying  how  best  to  do  it.   Its 
goal  for  having  the  model  in  place  is  September  30,  1993. 

It  will  be  a  while  before  the  impact  of  the  staffing  model,  the 
new  system  capturing  examination  data,  and  the  continuing  section 
482  examination  findings  can  be  assessed.   For  example,  the  IRS 
Appeals  Division's  experience  that  I  will  describe  next  relates 
in  great  part  to  section  482  examinations  done  in  previous  years, 
and  not  to  examinations  recently  completed. 

Appeals  Continues  to  Reduce  Income 
Adjustments  Proposed  in  Examinations 

When  adjustments  or  penalties  are  proposed  in  an  examination  of  a 
return,  the  taxpayer  can  take  the  dispute  to  Appeals,  which  is 
the  administrative  body  within  IRS  authorized  to  settle  tax 
controversies.   We  found  that  IRS'  experience  with  section  482 
issues  in  Appeals  has  not  improved.   While  IRS  examiners 
continued  to  identify  billions  of  dollars  of  proposed  income 


*1RS,  Strateeic  Initiative  SVC-17.  Positionine  IRS  for  the  Evolving  International 
Economy:   Issue  Focus  and  Program  Measurement.  1991. 
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changes  in  section  482  issues,  IRS'  appeals  officials 
substantially  reduced  previous  years'  proposals. 

Open  Issues^ 

As  of  September  30,  1992,  Appeals  had  352  proposed  section  482 
adjustments  worth  $14.4  billion,  as  opposed  to  the  $13.1  billion 
of  outstanding  adjustments  as  of  April  30,  1991. '  Of  the  $14.4 
billion  of  adjustments,  $2.4  billion  were  for  foreign-controlled 
corporations.  IRS  reported  that,  as  of  September  30,  1991,  one- 
third  of  all  open  international  appeals  dollars  and  one-tenth  of 
all   open  appeals   dollars  were   linked   to   section  482. 

Closed   Issues 

We   reported   last  year  that   29   percent   of   section   482   proposed 
adjustments   to   income  were  sustained   in   IRS'    appeals   process   in 
1987    through    1989.'     This   number  rose   to   52   percent   in    1990. 


'"Open"  issues  are  issues  referred  to  Appeals  but  not  yet  settled  by  appeals 
officers.      "Closed"   issues   are   issues  where  settlement  has  been   reached. 

'Appeals  does  not  track  every  Issue  related  to  section  482  but  believes  it 
captures  the  large  ones  by  focusing  on  the  largest  issues  in  cases  that  meet 
certain  tax  deficiency  criteria. 

'The  sustention  rate  is  defined  as  the  ratio  of  the  adjustment  amount  determined 
after  Appeals'  settlement  of  an  issue  to  the  adjustment  amount  proposed  by 
examiners.  IRS  heavily  qualifies  sustention  rates  because  the  data  collected  for 
1987   through   1989  were  not  gathered  to  measure   sustention   rates. 
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In  1991  the  sustention  rate  was  23  percent  for  foreign-controlled 
corporations,  and  it  was  28  percent  for  U.S. -controlled 
corporations.   However,  in  1992  the  sustention  rate  changed  to  5 
percent  for  foreign-controlled  corporations  and  to  30  percent  for 
U.S. -controlled  corporations.   According  to  IRS  officials,  the 
fluctuation  in  sustention  rates  for  section  482  from  year  to  year 
might  be  due  to  the  resolution  of  a  few  cases  with  large  dollar 
implications. 

In  fiscal  year  1992,  Appeals  closed  163  transfer  pricing  cases. 
Examiners  originally  proposed  a  net  income  increase  of  $1.9 
billion,  but  Appeals  officers  reduced  the  adjustments  by  $1.5 
billion.   As  a  result.  Appeals  sustained  only  24  percent,  or  $467 
million,  of  the  proposed  adjustments.   The  majority  of  the  163 
closed  cases--138 — involved  U. S. -controlled  corporations. 

Reasons  for  Reaching  a  Settlement  in  Appeals 

In  recent  years,  IRS  began  tracking  the  reasons  why  the  appeals 
process  reached  a  particular  settlement  in  particular  cases. 
According  to  Appeals  data,  the  principal  reason  for  reducing  the 
adjustments  in  fiscal  year  1992  was  concern  about  whether  the 
court  would  apply  the  same  judgment  to  the  evidence  as  IRS  had. 
This  reason  accounted  for  40  percent,  or  $588  million,  of  the 
$1.5  billion  reduction  in  the  original  proposed  income 
adjustments.   As  I  will  discuss  in  the  following  section,  we 
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found  that  IRS  examiners  in  many  audits  exercised  considerable 
subjective  judgment  to  estimate  arm's  length  prices  in  cases  In 
which  no  comparable  uncontrolled  prices  existed. 

Two  other  reasons  accounted  for  another  31  percent  of  the 
reduction.   These  were  that  (1)  section  482  proposed  adjustments 
were  reduced  because  an  alternative  strategy  for  adjusting  a 
taxpayer's  income  produced  a  better  result  for  the  government 
according  to  Appeals  and  (2)  new  facts  or  evidence  were  obtained 
and  evaluated  by  Appeals  or  IRS'  Chief  Counsel. 

IRS'  Experience  with  Transfer  Pricing  Issues 
in  the  Courts  Has  Not  Been  Favorable 

IRS'  experience  in  the  courts  with  section  482  has  been 
disappointing.   We  identified  all  five  corporations  for  which 
major  section  482  cases  had  been  decided  by  various  courts 
between  January  1,  1990,  and  December  31,  1992.   These  cases  took 
an  average  of  14  years  from  the  earliest  tax  year  audited  until 
the  most  recent  resolution  in  the  courts,  and  they  involved  both 
U.S.-  and  foreign-controlled  corporations.   The  cases  illustrate 
how  disputes  over  section  482  issues  can  become  extremely 
expensive  for  taxpayers  and  the  government  by  requiring  the 
employment  of  outside  experts,  resulting  in  long,  drawn  out 
litigation  and  keeping  corporate  tax  liabilities  in  an  uncertain 
status  for  years. 
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IRS   lost   a   significant   section   482    issue   for  each  of   the    five 

corporations.      For  example,    courts   have    found   that   IRS   abused   its 

discretion  under   section  482   and  that   IRS'    reallocation  of    income 

was   unwarranted  or  arbitrary,    capricious,    and  unreasonable. 

Table   5:      Summary  of  Corporations  With  Major  Section  482   Court  Cases   Decided 
Between  January   1.    1990.    and  December   31.    1992 


il 

Name 

Date  of 

Date 

Tax 

Winner  and  ruling 

returns 

of 

amount 

studied 

ruling 

at 

issue  (in 

millions) 

Bausch  & 
Lomb,  Inc. 

1979-81 

1991 

$9 

Mixed — According  to  the 
appellate  court,  IRS'            1 
reallocation  was  unreasonable, 
and  the  Tax  Court's  reduction  of 
the  reallocation  was             1 
appropriate,  although  some 
reallocation  was  permitted. 

Merck  & 

1975-76 

1991 

$5 

Taxpayer — IRS'  reallocation  of 

Co..  Inc. 

income  was  arbitrary, 
capricious,  and  unreasonable. 

Sundstrand 

1977-80 

1991-2 

$50 

Mixed — IRS  abused  discretion 

Corp.  (2 

under  section  482,  and 

cases ) 

adjustments  were  unreasonable. 
Royalty  was  not  arm's  length. 
Taxpayer  did  owe  some  money. 
Issues  decided  in  first  case 
could  not  be  relitigated. 

Procter  & 
Gamble  Co. 

1978-79 

1992 

$2 

Taxpayer — Section  482  allocation 
was  unwarranted.  According  to 
the  appellate  court,  income 
distortion  resulted  from  Spanish 
law,  not  from  control  by  the 
parent. 

Westreco, 
Inc. 

1978-82 

1992 

$9 

Taxpayer — IRS  abused  discretion; 
fees  reflected  income. 

Note:  We  selected  the  five  cases  from  Tax  Notes  indexes  by  picking  those  that 
were  decided  between  January  1,  1990,  and  December  31,  1992,  and  involved  what 
we  considered  to  be  a  major  section  482   reallocation  issue. 

Source:    Tax  Notes   and  court   cases. 
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IRS'  USE  OF  CERTAIN  PROCEDURAL  TOOLS 
HAS  VARIED;  THEIR  ULTIMATE  IMPACT  IS 
STILL  UNKNOWN 

IRS  has  used  certain  new  and  existing  procedural  tools-- 
designated  summonses,  formal  document  requests,  advance  pricing 
agreements,  additional  penalties,  simultaneous  examinations,  and 
arbitration--to  varying  degrees.   For  most  of  them,  we  found  that 
It  is  too  soon  to  tell  what  their  impact  will  be. 

Designated  Summonses  and  Formal  Document  Requests 

IRS  issued  three  designated  summonses  for  transfer  pricing  cases 
In  fiscal  years  1991  and  1992.   Sanctioned  by  Congress  in  1990, 
designated  summonses  are  summonses  Issued  by  IRS  to  suspend  the 
running  of  the  statute  of  limitations  governing  the  time  IRS  has 
for  assessing  additional  taxes  against  a  taxpayer.   According  to 
an  IRS  official,  the  low  number  issued  is  the  result  of 
taxpayers,  under  new  record-keeping  requirements,  cooperating 
more  in  providing  documentation  to  examiners,  precluding  the  need 
for  tougher  enforcement  action. 

This  is  the  same  reason  given  for  the  drop  In  formal  document 
requests  Issued  by  IRS.   These  requests  are  Issued  when  relevant 
taxpayer  documents  are  outside  the  United  States.   The  number  of 
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requests  Issued  to  foreign-  and  U.S. -controlled  corporations 
declined  from  28  in  fiscal  year  1991  to  13  in  fiscal  year  1992. 

Advance  Pricing  Agreements 

Since  we  completed  our  report  last  year,  IRS  has  gone  farther 
down  the  road  of  advance  pricing  agreements,  or  agreements  in 
which  IRS  approves  ahead  of  time  the  methodology  a  taxpayer  will 
use  in  setting  transfer  prices.   As  of  March  5,  1993,  IRS  had 
completed  9  advance  pricing  agreements  and  was  in  negotiation  on 
another  45  cases.   These  agreements  are  intended  to  reduce  the 
contentiousness  over  transfer  pricing  that  might  have  arisen  with 
these  companies  and  to  save  IRS  audit  time  in  future  years. 
However,  as  IRS  testified  last  year,  if  it  reaches  its  goal  of  75 
advance  pricing  agreements  per  year,  it  will  be  spending  90,000 
to  120,000  staff  hours  per  year  on  them. 

If  the  voluntary  agreement  covers  only  a  small  percentage  of  the 
taxpayers  with  international  activity,  the  bulk  of  section  482 
audits  would  still  have  to  be  made  under  possibly  adverse, 
contentious  conditions  for  IRS.   If,  however,  the  advance  pricing 
agreements  become  extremely  popular  and  cover  a  much  larger 
number  of  taxpayers,  IRS  will  have  to  adjust  its  resources  to 
accommodate  them. 
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Additional  Penalties 

Section  6662  of  the  Internal  Revenue  Code--as  modified  in  1990-- 
imposes  substantial  penalties  on  tax  underpayments  attributable 
to  certain  section  482  allocations  that  were  substantially 
misstated.   However,  the  penalties  have  not  been  used  yet. 
According  to  the  administration's  revenue  proposals,^"  this  is 
due,  in  part,  to  the  law  not  defining  exclusions  applying  to 
taxpayers  who  acted  in  good  faith  and  had  reasonable  cause  for 
determining  their  transfer  prices. 

The  administration's  revenue  proposals  would  amend  section 
6662(e)  to  define  the  reasonable  cause  and  good  faith  exclusion. 
To  meet  the  exclusion,  the  taxpayer  would  have  to  provide 
contemporaneous  documentation  showing  the  use  of  one  or  more 
reasonable  transfer  pricing  methodologies  on  the  taxpayer's 
controlled  transactions. 

According  to  the  administration  proposals,  once  the  exclusion 
definition  is  enacted,  compliance  should  improve.   The 
substantial  penalty  will  give  taxpayers  a  strong  incentive  to 
apply  and  document  a  methodology  leading  to  an  arm's  length 
result.   Also,  the  administration  believes  that  the  documentation 
required  would  enhance  examination  effectiveness.   Instead  of 


'"Department  of  the  Treasury,  Siunmarv  of  the  Administration's  Revenue  Proposals 
(Feb.  1993). 
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devoting  resources  to  identifying  transfer  pricing  issues  and 
developing  comparable  data  to  support  a  methodology,  examiners 
would  be  able  to  focus  immediately  on  the  methodology's  validity 
and  on  the  taxpayer's  supporting  data. 

Simultaneous  Examinations 

In  simultaneous  examinations,  the  United  States  and  another 
country  at  the  same  time  examine  related  parties  under  their 
jurisdictions  in  an  effort  to  promote  international  tax 
compliance  and  information  exchange.   Thirty-three  of  these 
examinations  were  proposed  in  fiscal  years  1991  and  1992,  a  much 
higher  number  than  that  proposed  in  previous  years.   However,  in 
those  two  fiscal  years,  only  nine  simultaneous  examinations  were 
accepted--all  in  1992--for  follow  through. 

For  years,  at  least  since  our  1981  report  on  transfer  pricing, ^^ 
IRS  has  emphasized  the  importance  of  its  simultaneous  examination 
program  to  protect  U.S.  interests  in  international  tax 
enforcement.   However,  according  to  IRS  and  foreign  officials, 
problems  such  as  differences  in  language  and  audit  periods  have 
existed  and  we  believe  these  problems  would  keep  the  number  of 
examinations  relatively  modest. 


^^IRS  Could  Better  Protect  U.S.  Tax  Interests  in  Determining  the  Income  of  U.S. 
Multinational  Corporations  (GAO/GGD-81-81,  Sept.  30,  1981). 
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Arbitration 

In  our  June  15,  1992,  report  we  stated  that,  according  to  iRS 
officials.  Tax  Court  Rule  124,  covering  voluntary  binding 
arbitration,  had  not  yet  been  used  much  in  general  or  in  section 
482  cases.   Under  this  rule,  any  time  a  factual  case  is  at  issue 
and  before  trial,  the  parties  to  the  case  may  move  to  resolve  it 
through  voluntary  binding  arbitration.   IRS  had  begun  promoting 
arbitration  at  the  time  of  our  report,  but  to  date  only  one 
transfer  pricing  arbitration  case  has  been  scheduled.   Other 
taxpayers  may  be  awaiting  the  outcome  of  this  case. 

In  summary,  because  of  IRS'  limited  experience  with  such  tools  as 
arbitration,  simultaneous  examinations,  substantial  valuation 
penalties  related  to  section  482,  and  advance  pricing  agreements, 
it  is  too  soon  to  tell  what  their  eventual  impact  will  be. 

CHALLENGES  OF  SECTION  482 
WILL  CONTINUE 

The  challenges  of  section  482  cases  will  continue  because  the 
growing  internationalization  of  the  U.S.  economy  will  increase 
the  potential  for  underpayment  of  U.S.  taxes  through  transfer 
pricing  practices  of  multinational  enterprises.   In  addition,  the 
arm's  length  standard  will  continue  to  be  difficult  for  IRS  to 
enforce. 
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Growing  Internationalization  of  the  U.S.  EconomY 

The  U.S.  economy  has  been  increasingly  influenced  by 
International  forces  in  the  last  30  years.   This  influence  has 
been  demonstrated  by  the  growing  amount  of  merchandise  trade 
between  affiliated  corporations  and  our  dependence  on  foreign 
trade  and  foreign  investments.   For  example,  merchandise  exports 
of  U.S.  parent  companies  to  their  foreign  affiliates  increased 
from  $6  billion  in  1966  to  $86  billion  in  1989  and  represented  24 
percent  of  total  U.S.  merchandise  exports  in  1989.   Merchandise 
imports  by  U.S.  parent  companies  from  their  foreign  affiliates 
increased  from  $4  billion  in  1966  to  $72  billion  in  1989  and 
represented  15  percent  of  U.S.  merchandise  imports  in  1989. 

The  growing  internationalization  of  the  U.S.  economy  poses  a 
major  challenge  for  IRS  because  the  potential  for  underpayment  of 
U.S.  taxes  increases  with  the  number  of  transactions  done  among 
affiliates  of  foreign-  and  U.S. -controlled  multinationals.   While 
we  do  not  know  the  exact  number  of  such  transactions,  we  know 
that  the  number  of  affiliates  has  increased  in  recent  years.   For 
example,  of  the  7,500  largest  foreign  corporations  controlled  by 
U.S.  corporations,  an  average  of  237  firms  per  year  were 
incorporated  from  1980  through  the  first  half  of  1989.   Also,  the 
number  of  returns  of  foreign-controlled  corporations  increased  22 
percent,  from  about  37,000  for  the  1984-to-1986  period  to  about 
45,000  returns  for  the  period  1987  to  1989. 
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Problems  That  Have  Existed  With  Arm's  Length  Pricing 

As  indicated  in  our  June  1992  report,  the  arm's  length  standard 
requires  that  the  price  charged  on  a  transaction  between  related 
corporations  be  the  price  that  would  have  been  charged  if  the 
corporations  had  been  unrelated.   To  enforce  this  standard,  IRS 
must  analyze  comparable  transactions  between  unrelated 
corporations  to  identify  an  arm's  length  price  that  the  related 
corporations  must  charge.   If  IRS  finds  a  difference  between  the 
arm's  length  price  and  the  price  that  the  related  corporations 
charge,  it  can  propose  an  adjustment  to  the  related  corporations' 
income. 

Under  the  current  regulations,  IRS  and  taxpayers  use  direct  and 
indirect  methods  for  identifying  arm's  length  prices.   The 
comparable  uncontrolled  price  method  is  based  on  a  direct 
comparison  of  the  prices  charged  on  readily  identifiable, 
comparable  transactions  between  unrelated  parties.   More  indirect 
methods,  such  as  the  resale  price,  cost  plus,  and  other 
appropriate  methods,  base  prices  on  comparisons  with  unrelated 
corporations  performing  similar  functions.   All  of  these  methods 
may  require  IRS  examiners  to  use  considerable  judgment  and  to 
develop  and  analyze  a  great  deal  of  data.   The  indirect  methods 
require  a  greater  degree  of  judgment  and  data  analysis. 
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A  major  obstacle  in  enforcing  the  arm's  length  standard  has  been 
the  difficulty  that  IRS  examiners  have  had  in  finding  readily 
identifiable,  comparable  transactions.   In  the  absence  of  such 
comparables,  they  have  relied  on  the  more  subjective,  indirect 
methods  to  find  transfer  prices.   Several  studies,  listed  in 
table  1.3  in  appendix  I,  showed  that  these  indirect  methods  were 
used  for  most  section  482  cases.   The  data  requirements  and  the 
subjective  nature  of  the  pricing  methods  imposed  a  significant 
administrative  burden  on  both  corporate  taxpayers  and  IRS  and 
created  uncertainty  for  corporations  about  their  ultimate  tax 
liabilities. 

Impact  of  New  Section  482  Regulations  Is  Uncertain 

On  January  21,  1993,  IRS'  temporary  regulations  on  intercompany 
transfer  pricing  were  published.   The  temporary  regulations  are 
for  tax  years  beginning  after  April  21,  1993.   The  regulations 
provide  guidance  on  the  factors  that  need  to  be  considered  when 
determining  appropriate  comparable  transactions,  but  the  task 
itself  remains  based  on  facts  and  circumstances.   The  regulations 
may  ease  IRS'  enforcement  problems  by  requiring  increased 
documentation  of  taxpayers'  transfer  pricing  methods. 

Also,  the  revised  regulations  provide  more  flexibility  to 
taxpayers  in  selecting  their  transfer  pricing  methods.   A  new 
"best  method"  approach  allows  the  method  to  be  chosen  that  gives 
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the  most  accurate  result  under  the  arm's  length  standard  given 
the  facts  and  circumstances  of  each  transaction. 

However,  because  the  "best  method"  approach  Is  based  on  the  facts 
and  circumstances  of  each  case,  the  task  of  selecting  and 
justifying  transfer  prices  will  remain  complex  and  open  to 
interpretation.   As  we  said  in  our  June  1992  report,  transfer 
pricing  problems  will  not  be  solved  soon  because  of  the  fact- 
sensitive  nature  of  the  cases.   Also,  the  difficulty  of  finding 
comparable  transactions  will  remain  for  many  intangible 
properties.   The  new  regulations  provide  less  guidance  for 
transactions  involving  Intangibles  than  for  transactions 
involving  other  types  of  property. 

On  the  positive  side,  the  additional  guidance  on  determining 
comparable  transactions  and  the  recognition  that  a  range  of 
prices  rather  than  a  single  arm's  length  price  may  exist  should 
reduce  the  uncertainty  that  taxpayers  face  under  the  current 
regulations.   Taxpayers  with  prices  within  the  arm's  length  range 
will  be  protected  to  some  degree  from  small  changes  in  transfer 
prices  by  IRS  that  result  in  large  increases  in  tax  liabilities. 
IRS  may  still  make  periodic  adjustments  to  the  charge  for 
intangible  property  to  meet  the  commensurate  with  income 
standard.'^ 


*^The  Tax  Reform  Act  of  1986  amended  section  482  to  require  that  payments  for 
intangible  properties  transferred  or  licensed  to  related  parties  be  "commensurate 
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Increased  documentation  requirements  may  also  ease  IRS' 
enforcement  burden.   The  requirement  for  contemporaneous 
documented  support  for  transfer  pricing  methods  provides  IRS  with 
Information  for  detecting  abuse  and  evasion.   The  requirements 
may  add  to  the  compliance  burden  of  taxpayers  to  the  extent  that 
transactions  will  be  documented  whether  or  not  they  are  at  Issue 
with  IRS.   However,  contemporaneous  documentation  will  be  useful 
to  taxpayers  In  justifying  their  prices  and  In  avoiding 
substantial  misstatement  penalties. 

Although  we  expect  problems  with  the  arm's  length  standard  to 
continue,  we  also  recognize  the  difficulty  of  changing  the 
standard.   Because  the  arm's  length  standard  is  considered  to  be 
the  international  norm,  any  change  would  have  to  be  coordinated 
with  U.S.  tax  treaty  partners  in  order  to  avoid  double  taxation 
of  U.S.  corporations.   Such  coordination  is  likely  to  be 
difficult  and  time-consuming. 

In  conclusion,  although  IRS  has  developed  new  regulations  and 
begun  to  expand  its  use  of  certain  tools  for  dealing  with  section 
482  cases,  we  do  not  believe  the  end  of  the  transfer  pricing 
challenge  is  yet  in  sight.   The  problem  is  large  in  terms  of  the 
dollar  amounts  at  stake,  and  the  potential  for  underpayment  of 
U.S.  taxes  is  growing  along  with  the  growing  internationalization 
of  the  U.S.  economy.   It  Is  Important,  therefore,  that  IRS 


with  the  income  attributable  to  the  intangible.' 
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implement   its  managerial   initiatives  and  continue  to  monitor  the 
effectiveness   of   the  regulations  and   its   transfer  pricing  tools. 

That  concludes  my  statement.      I  would  be  pleased  to  respond  to 
any  questions. 
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FOREIGN-    AND   U.  S  . -CONTROLLED   CORPORATIONS 
THAT    PAID   OR    DID    NOT    PAY    U.S.     INCOME    TAX    IN    1989 

Table   I.l;    Foreign-   and  U.S. -Controlled  Corporations   That   Did  Not   Pay   U.S.    Income   Taxes. 
1989 


Distribution  by  asset  size 

Foreign-controlled 
corporations  (FCC) 

U.S. -controlled      1 
corporations  (USCC)      1 

Returns 

Number 

Percent  of 
all  FCCs 

Ntimber 

Percent  of 
all  usees 

Less  than  $10  million 

29,781 

66.4 

1,251,643 

58.2 

$10  million  under  $100  million 

1,909 

4.3 

11,158 

0.5 

$100  million  under  $250  million 

238 

0.5 

1,614 

0.1 

$250  million  or  over 

207 

0.5 

1,555 

0.1 

Total 

32.135 

71.7 

1.265,970 

58.9 

Receipts 

Millions 

Percent  of 

FCCs' 

receipts 

Millions 

Percent  of 

usees ' 

receipts 

Less  than  $10  million 

$27,790 

2.9 

$764,596 

9.2 

$10  million  under  $100  million 

49,763 

5.1 

211.246 

2.5 

$100  million  under  $250  million 

30,450 

3.1 

85,101 

1.0 

$250  million  or  over 

94,956 

9.8 

341,620 

4.1 

Total 

$202,959 

21.0 

$1,402,563 

16.9 

Assets 

Millions 

Percent  of 
FCCs'  assets 

Millions 

Percent  of 
USCCs'  assets 

Less  than  $10  million 

$27,022 

1.9 

$335,114 

2.2 

$10  million  under  SlOO  million 

56.099 

3.9 

339.521 

2.2 

$100  million  under  $250  million 

38,530 

2.6 

252.339 

1.7 

$250  million  or  over 

243,226 

17.0 

1,904,803 

12.5 

Total 

$362,878 

25.4 

$2,831,776 

18.5 

Note   1:      Totals  may  not  add  due  to  rounding. 

Note  2:      Figures  were  obtained  from  weighted  estimates  based  on  samples,   with  weights 

provided  by  IRS,    and  they  are  subject  to  sampling  error. 

Source:      IRS  data. 
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Table  1.2;  Foreien-  and  U.S.-Controlled  Corporations  That  Paid  Income  Taxes.  1989 


Distribution  by  asset  size 

Foreign-controlled 
corporations  (FCC) 

U.S. -control led 
corporations  (USCC)     | 

Returns 

Number 

Percent  of 
all  FCCs 

Number 

Percent  of 
all  USCCs 

Less  than  $10  million 

10.057 

22.4 

858,505 

39.9 

$10  million  under  $100  million 

1.795 

4.0 

18,916 

0.9 

$100  million  under  $250  million 

366 

0.8 

3,138 

0.1 

$250  million  or  over 

486 

1.1 

3,095 

0.1 

Total 

12,704 

28.3 

883,654 

41.1 

Receipts 

Millions 

Percent  of 

FCCs- 

receipts 

Millions 

Percent  of 

USCCs' 

receipts 

Less  than  $10  million 

$31,283 

3.2 

$1,230,622 

14.8 

$10  million  under  $100  million 

81,896 

8.5 

621,793 

7.5 

$100  million  under  $250  million 

66,653 

6.9 

335,044 

4.0 

$250  million  or  over 

584,329 

60.4 

4.705,449 

56.7 

Total 

$764,162 

79.0 

$6,892,907 

83.1 

Assets 

Millions 

Percent  of 
FCCs'  assets 

Millions 

Percent  of 
USCCs ' 
assets 

Less  than  $10  million 

$14,471 

1.0 

$446,326 

2.9 

$10  million  under  $100  million 

58.284 

4.1 

624,661 

4.1 

$100  million  under  $250  million 

57,869 

4.0 

487,149 

3.2 

$250  million  or  over 

935,649 

65.5 

10,892,026 

71.3 

Total 

$1,066,272 

74.6 

$12,450,164 

81.5 

Taxes 

Millions 

Percent  of 
FCCs '  taxes 

Millions 

Percent  of 
USCCs'  taxes 

Less  than  $10  million 

$526 

8.5 

$10,189 

11.6 

$10  million  under  $100  million 

912 

14.8 

8,260 

9.4 

$100  million  under  $250  million 

530 

8.6 

5,048 

5.7 

$250  million  or  over 

4,193 

68.1 

64,434 

73.3 

Total 

$6, 161 

100.0 

$87,931 

100.0 

Note  1:   Totals  may  not  add  due  to  rounding. 


Note  2:   Figures  were  derived  from  weighted  estimates  based  on  Scunples,  with  weights 
provided  by  IRS,  and  they  are  subject  to  sampling  error. 

Note  3:   Table  provides  information  about  companies  that  paid  tax.   Percentages  reported 
in  both  tables  are  based  on  the  total  amount  of  returns,  receipts,  assets,  and  taxes  paid 
by  all  corporations  in  each  group. 

Source:   IRS  data. 
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METHODS  USED  IN  TRANSFER  PRICING  CASES 


Table  1.3;   Percentage  of  Cases  In  Which  Various  Section  482  Prlcina  Methods 
Were  Used 


Report  or  survey 

CUP* 

Resale 

Cost 
plus 

Other 

1973  Treasury  report 

211 

111 

27Z 

41Z 

1972  Conference  Board  report 

28Z 

13Z 

23Z 

36Z 

1980  Bums  report 

24X 

14Z 

30Z 

32Z 

1981  GAO  report  (tangible 
property) 

15Z 

12Z 

26Z 

47Z 

1984  IRS  survey 

41t 

7Z 

7Z 

45Z 

1987  IRS  survey  (overall) 

32Z 

8Z 

24Z 

36Z 

1987  IRS  survey  (tangible 
property) 

SIX 

18Z 

37Z 

14Z 

'Comparable  uncontrolled  prices. 

Sources:   A  Studv  of  Intercompany  Pricing  (White  Paper),  Treasury  Department 
(Oct.  18.  1988);  and  IRS  Could  Better  Protect  U.S.  Tax  Interests  in 
Determinine  the  Income  of  Multinational  Corporations  (GA0/(K;D-81-81, 
Sept.  30,  1981). 
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statement  "f  ^an  R.  Bucks 

Multistate  Tax  Commission 

Mr.  Cheiirman,  Members  of  the  Committee,  thank  you  for  the  opportunity  to 
testify  today.  I  am  Dan  Bucks,  Executive  Director  of  the  Multistate  Tax  Commission. 
The  Commission  is  an  interstate  organization  representing  33  states.^  One  of  the 
Commission's  nuyor  activities  is  developing  fair,  effective,  and  administrable  methods 
of  dividing,  for  state  tax  puri)oses,  the  income  of  businesses  operating  across  state  and 
national  government  boundaries.  We  also  audit  nugor  multinational  corporations  for 
state  income  tax  purposes,  amd  have  been  doing  so  for  more  than  20  years.  Thus,  we 
have  a  great  deal  of  experience,  grounded  in  the  real  world  of  day-to-day  tax 
administration,  with  the  issues  raised  by  today's  hearing. 

I  want  to  commend  you.  Senator  Dorgan,  for  initiating  this  hearing,  which  is 
directed  at  one  of  the  great  and  unfortimate  federal  policy  failures  of  the  last  30 
years:  the  failxire  to  ensure  a  fair  and  proper  reporting,  for  tax  purposes,  of  income 
earned  by  multinational  corporations  within  the  United  States.  As  a  former  state  tax 
commissioner  and  as  a  former  Chair  of  the  Multistate  Tax  Commission,  you 
understand  this  problem  thoroughly,  and  we  appreciate  greatly  your  leadership  in 
focusing  new  light  on  it. 

My  message  today  is  that  the  federal  government's  approach  to  dividing  and 
taxing  the  income  of  global  corporations  is  doomed  to  fail  and  that,  in  effect,  the 
emperor  has  no  clothes  and  is  in  serious  need  of  being  saved  from  his  own 
embarrassment.  The  federal  government  is  wearing  an  imaginary  suit  of  clothes 
called  "arm's-length  pricing  adjustments."  The  arm's-length  pricing  method  is 
largely  unworkable,  and  wastes  scarce  federal  tax  enforcement  resources.  For  the 
multinational  business  that  does  diligently  attempt  to  determine  arm's  length  prices, 
it  demands  an  enormous  expenditure  of  resources  as  well.  Worst  of  all,  it  fails  to 
produce  the  tax  revenue  that  it  is  intended  to  generate,  and  it  causes  real  economic 
harm,  by  shifting  the  tax  burden  unfairly  to  small  U.S.  businesses  that  are  the  main 
engines  of  job  growth  in  America. 

Why  are  state  government  representatives  concerned  about  the  tr2insfer  pricing 
issue?  Very  simply,  because  for  every  dollar  that  the  federal  government  loses 
because  of  improper  transfer  prices,  states— whose  tax  systems  are  now  largely  tied 
to  the  federal  determination  of  U.S. -source  income— lose  22  cents.'  If  the  federal 
goverimient  is  losing  $10-12  billion  annually,  as  President  Clinton  suggested  during 
the  campaign,^  the  states  are  losing  an  additional  $2-2.5  billion.  This  brings  the 
combined  government  revenue  losses  from  transfer  pricing  to  $15  billion  annually. 

The  Commission  shares  President  Clinton's  and  this  Committee's  concern  that 
improper  transfer  prices  are  caiising  a  serious  drain  on  the  federal  treasury.  MTC 
staff  research  suggests  that  $10-12  billion  in  annual  losses  is  a  realistic,  if  not 
conservative,  estimate.  Looking  at  just  one  category  of  transactions  by  one  group  of 
multinational  businesses  illustrates  this.  IRS  data  have  consistently  shown  that 
foreign-owned  wholesalers  and  retailers— many  of  which  act  as  distributors  for 
affiliated  foreign  manufacturers— pay  considerably  more  for  the  goods  they  resell  than 
do  U.S.-owned  wholesalers  and  retailers.  If  they  had  had  the  76  percent  cost-of-goods 
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sold  to  sales  ratio  of  their  U.S. -owned  competitors  rather  than  the  85  percent  rate 
they  reported,*  their  1989  taxable  incomes  would  have  been  $35  billion  higher.  All 
other  things  equal,  they  would  have  paid  $12  billion  more  in  tax  at  the  statutory  34 
percent  tax  rate.  Just  this  simple  "back-of-the-envelope"  calculation  addressing  just 
one  category  of  multinational  corporations  can,  in  other  words,  suggest  an  annual 
revenue  loss  attributable  to  transfer  pricing  that  is  very  close  to  President  Clinton's 
campaign  estimates. 

Another  way  that  a  $10-12  billion  annual  revenue  loss  can  be  substantiated 
is  by  comparing  it  to  the  total  volume  of  transactions  between  related  corporations 
that  cross  the  U.S.  border  each  year.  A  conservative  estimate  involving  some 
extrapolation  of  IRS  data  is  $350  billion.'  At  this  volume,  transfer  prices  that  are 
"ofiT  on  average  by  just  10  percent  would  again  lead  to  an  understatement  of  U.S. 
taxable  income  of  $35  billion  and  underpayment  of  tax  of  $12  billion.  This  is  not  to 
assert  that  this  is  the  average  variance  of  actual  transfer  prices  from  "arm's-length" 
prices.  It  is  not  an  implausible  variation,  however,  given  that  penalties  do  not  even 
potentially  apply  tmtil  inbound  transfer  prices  are  100  percent  too  high  and  outbound 
transfer  prices  are  50  percent  too  low.  It  is  also  plausible  that  taxpayers  would  take 
an  "aggressive"  transfer  pricing  position  to  the  extent  of  a  10  percent  variance  when 
there  is  no  certainty  concerning  the  true  "arm's-length"  price  in  any  case  and  when 
the  IRS  has  had  such  little  success  at  sustaining  its  transfer  price  adjustments  when 
they  are  appealed  and  litigated. 

Revenue  losses  of  this  magnitude  provide  clear  evidence  that  the  arm's  length 
system  has  failed.  Why  has  it  failed?  Becavise  it  attempts  to  do  the  impossible.  It 
tries  to  regulate  the  prices  for  every  category  of  product,  service  or  intangible  asset 
exchanged  between  related,  jointly  owned  and  controlled  corporations.  There  are 
more  than  46,000  global  corporations  doing  bxisiness  in  the  U.S.  that  operate  with 
and  through  affiliated  corporations  in  foreign  countries.®  As  previously  noted,  these 
corporations  engage  in  $350  billion  of  transactions  within  their  own  family  of  related 
corporations  in  foreign  nations  every  year.  This  amount  of  controlled  trade 
represents  millions  of  transactions,  and  the  amount  of  resources  required  to  audit  and 
adjust  the  prices  for  this  volume  of  trade  is  overwhelming  and  well  beyond  even  the 
recently  expanded  resources  of  the  IRS. 

Beyond  the  sheer  volume  of  controlled  transactions,  there  is  the  more 
fundamental  problem  that  the  arm's-length  pricing  method  assimies  an  economic 
world  that  does  not  exist.  Trade  among  jointly  owned  corporations  is  not,  by 
definition,  arm's-length,  free  market  trade.  So  the  IRS  must  attempt  to  discover  free 
market  prices  for  con4>arable  transactions  as  a  standard  to  a4)U8t  the  prices  in  the 
controlled  trade  situation.  The  problem  is  that  for  nugor  global  industries— such  as 
pharmaceuticals,  automobiles,  ftnancial  services,  and  electronics— there  are 
frequently  no  international  free  market  transactions  to  compare  with  the  controlled 
trade  among  affiliated  companies. 
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The  fundamental  problem  of  the  absence  of  comparable  uncontrolled 
transactiouB  is  well-illustrated  by  one  of  the  famous  cases  the  IRS  lost:  the  Bausch 
&  Lomb  case.  Bausch  &  Lomb  licensed  the  use  of  a  patent  on  a  unique 
manufacturing  process  for  soft  contact  lenses  to  its  Irish  subsidiary.  The  principal 
tax  dispute  was  over  whether  or  not  the  amount  of  royalty  paid  by  the  Irish 
subsidiary  to  its  parent  was  sufficient.  The  IRS  tried  to  raise  the  royalty  price  being 
paid,  but  the  problem  is  that  there  is  no  free  market  for  patents  in  soft  contact  lens 
manufacturing  processes.  Absent  a  free  market  for  this  asset,  the  IRS  could  not 
prove  that  its  assessment  was  correct.  The  case  deteriorated,  as  most  such  cases  do, 
into  a  debate  over  a  range  of  prices,  any  one  of  which  could  be  used  because  there  is 
no  single  right  answer. 

Worse  yet,  unlike  the  typical  case  in  which  a  taxpayer  has  the  burden  of  proof 
to  justify  his  or  her  method  of  reporting  income,  in  the  arm's-length  world,  the  IRS, 
for  all  practical  purposes,  must  shoulder  the  burden  of  proof  The  IRS  must  prove, 
not  only  that  the  taxpayer's  reported  prices  are  incorrect,  but  what  the  correct  prices 
are.  Again,  in  the  big-dollar  cases  involving  valuable  intangible  assets,  this  is  an 
impossible  task,  becavise  free  market  prices  necessary  for  the  IRS  to  prove  the 
taxpayer  wrong  often  do  not  exist. 

Even  in  more  routine  cases  involving  widely  sold  consumer  products,  like 
VCRs  or  motorcycles,  very  complicated  and  subjective  adjustments  for  "volume 
discounts",  "location  savings",  "market  risks",  "market  penetration  strategies",  and 
other  economically  relevant  factors  may  have  to  be  made.  But  every  such  adjustment 
adds  a  potentially  disputable  issue,  and  any  number  of  prices  within  a  broad  range 
may  end  up  being  correct.  Because  the  burden  of  proof  has  effectively  been  turned 
on  its  head,  the  global  taxpayer  has  wide  discretion  to  report  what  it  wishes  to 
various  national  tax  authorities.  The  arm's-length  system  thus  fails  the  first  test  of 
a  tax  system,  namely  that  it  be  mandatory.  Because  it  is  based  on  a  false  economic, 
premise  and  is  flawed  by  a  misplaced  burden  of  proof,  the  arm's-length  method  is 
more  like  a  voluntary  contribution  system  than  a  real  system  of  taxation. 

The  American  states  confronted  the  fundamental  issues  involved  in  dividing 
the  income  of  multijurisdictional  corporations  much  earlier  than  the  federal 
government,  because  there  was  significant  interstate  commerce  between  related 
corporations  long  before  there  was  significant  international  commerce.  The  states 
recognized  very  etirly  on  the  practical  impossibility  of  preventing  improper  income 
shifting  on  a  transaction-by-transaction  basis. 

More  importantly,  the  states  recognized  the  full  range  of  economic  synergies 
involved  in  being  an  integrated  economic  enterprise  that  make  it  theoretically 
impossible  to  identify  where  profit  is  earned.  Jointly  owned  and  controlled 
corporations  that  operate  together  on  a  global  basis  benefit  from  economies  of  scale, 
the  ability  to  minimize  risk,  and  the  fact  that  technical  expertise  and  information  can 
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often  be  obtained  more  cost  effectively  when  it  is  fixed  in  the  minds  of  employees 
than  when  it  has  to  be  purchased  on  the  open  market.  These  kinds  of  efiRciencies 
generate  value  for  the  whole  enterprise  that  is  greater  than  the  sum  of  the  parts,  and 
it  is  this  value  that  cannot  meaningfully  be  divided  among  separate  legad  entities  as 
the  arm's-length  system  attempts  to  do.  In  choosing  formula  apportionment  of  the 
combined  income  of  all  the  members  constituting  an  integrated  economic  enterprise 
over  the  current  separate  entity,  arm's-length,  treinsactional  approach,  the  states 
were  thus  choosing  a  system  that  the  "economic  theory  of  the  miiltinational  firm"  is 
only  now  catching  up  to.  Formula  apportionment  is  the  method  of  tax  accounting 
that  best  fits  the  economic  reality  of  world  trade  conducted  within  global  enterprises. 
It  should  also  be  emphasized  that  formula  apportionment  is  a  mandatory  taxpayer 
reporting  system,  not  an  after-the-fact  income  reallocation  system  like  Section  482. 

A  growing  number  of  international  tax  experts  have  either  flatly  endorsed 
substituting  a  combined  reporting  formula  apportionment  system  for  the  ciurent 
arm's  length  system,  or  suggested  that  the  option  be  seriously  considered.  Among 
these  experts  are  Ronald  Pearlman,  former  staff  director  of  the  Joint  Committee  on 
Taxation,  economist  Lawrence  Simmiers,  President  Clinton's  nominee  to  be 
Undersecretary  of  the  Treasury  for  International  Affairs,  and  attorneys  Stanley 
Langbein,  Michael  Mclntyre,  Louis  Kauder,  Dale  Wickham,  and  Charles  Kerester.^ 

Under  a  combined  reporting,  formula  apportionment  system,  the  legal  entities 
comprising  a  distinct  and  integrated  economic  enterprise  are  first  identified.  For 
example,  if  a  group  of  commonly  owned  corporations  is  really  engaged  in  two 
separate  businesses,  say,  steel  manufacturing  and  a  department  store  chain,  and 
there  are  no  significant  economic  ties  between  the  two  businesses,  then  the  income 
of  the  two  separate  businesses  is  apportioned  separately. 

Next,  the  combined  income  of  the  business  is  determined  in  a  manner  similar 
to  the  calculation  of  federal  consolidated  income,  with  the  key  factor  being  the 
elimination  of  intercompany  transactions.  Returning  to  the  example,  assume  that 
the  parent  company  of  the  department  stores  is  a  wholesaler.  Further  assume  that 
it  pxirchases  all  inventory  fi^m  unrelated  suppliers.  It  then  resells  most  of  the 
inventory  to  the  related  department  stores  incorporated  separately  in  each  state,  and 
some  of  it  to  imrelated  department  stores.  In  this  case,  the  charges  from  the 
wholesaler  to  the  related  retail  stores  would  be  eliminated.  The  business'  combined 
income  would  be  calculated  by  taking  the  total  of  the  department  stores*  retail  sales 
and  the  wholesaler's  sales  to  independent  depsulment  stores,  and  subtracting  from 
it  the  wholesaler's  inventory  purchases  and  all  other  expenses  paid  by  both  the 
wholesaler  and  its  related  department  stores  to  unrelated  suppliers  (e.g.,  rent, 
interest,  wages). 

Finally,  the  combined  income  is  apportioned  to  each  state  with  legal 
jurisdiction  to  tax  a  share  of  it  in  proportion  to  objective  measiires  of  the  activities 
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engaged  in  by  the  business  in  each  state.  The  most  commonly-used  measxires  are 
property,  pajrroU,  and  sales,  and  the  apportionment  is  usually  done  on  an  equally 
weighted  basis.  Thus,  if  10  percent  of  the  business'  sales  to  outsiders  occurred  in 
State  A  and  10  percent  of  its  payroll  and  property  were  located  there,  State  A  would 
be  able  to  tax  10  percent  of  tJie  business'  combined  income. 

California,  Montana,  North  Dakota,  and  Alaska  continue  to  require 
multinational  businesses  to  do  this  combination  and  apportionment  on  a  global  basis 
(although  they  generally  permit  an  election  to  include  only  corporations  incorporated 
in  or  with  most  of  their  business  in  the  United  States).  The  federal  government  could 
adopt  the  same  globed  apportionment  system  and  thereby  eliminate  any  need  to 
examine  or  indeed  worry  about  intercompany  transfer  prices. 

As  in  all  tax  systems,  there  are  complexities  that  have  to  be  dealt  with  £uid 
policy  choices  that  muist  be  made.  For  example,  an  overall  functional  examination 
of  a  multinational  corporate  group  needs  to  be  conducted  to  determine  whether  it  is 
engaged  in  one  or  multiple  lines  of  business,  and,  if  the  latter,  to  determine  which 
subsidiaries  are  involved  in  which  business.  But  this  is  a  far  simpler  matter  than 
engaging  in  a  functional  analysis  for  transfer  pricing  purposes,  which  may  require 
not  only  the  determination,  but  also  precise  measurement,  of  which  of  two  parties  to 
a  particular  trtmsaction  contributed  which  assets,  inciirred  which  expenses,  and  bore 
which  risks.  The  inevitable  conclusion  is  that  the  range  of  potential  controversies 
between  taxpayers  £ind  tax  authorities  is  exponentially  larger  under  a  transaction- 
based  transfer  pricing  enforcement  system  than  it  is  under  formula  apportionment. 

Many  "red  herrings"  are  pulled  out  of  the  barrel  when  a  federal  apportionment 
option  is  discussed.  Addressing  the  objections  raised  to  formula  apportionment  is 
beyond  the  scope  of  this  hearing.  To  give  one  example,  however,  it  should  be  clear 
that  is  far  simpler  to  translate  into  doUtu^  the  annual  net  income  of  an  entire 
subsidiary  thein  it  is  to  determine  which  of  two  parties  in  a  cross-border  transaction 
is  actually  bearing  foreign  exchange  risk  and  then  to  value  this  for  pricing  purposes. 

From  the  standpoint  of  the  resources  required  to  enforce  it  effectively,  formula 
apportionment  is  far  superior  to  a  system  based  on  adjusting  transfer  prices.  A 
comparison  of  the  amount  of  staff  time  required  by  the  federal  arm's  length  method 
and  formula  apportionment  is  shown  on  the  chart  accompanying  this  statement.  The 
federal  government  spends  at  least  three  to  seven  times  as  many  staff  hours 
completing  an  international  arm's  length  audit  that  may  cover  only  a  small  portion 
of  a  company's  related-party  transactions  as  compared  to  the  hours  the  states  spend 
on  an  international  formula  apportionment  audit  that  covers  all  international  issues. 
This  comparison  actually  understates  the  greater  efficiency  of  the  states'  approach, 
because  a  "best  case"  scenario  for  arm's-length  reported  in  a  joint  1992  Treasury/IRS 
report*  is  being  compared  to  the  "worst  case"  scenario  of  the  states.  The  2100  hours 
of  staff  time  per  audit  is  the  lower  of  two  examples  reported  by  the  IRS  (the  other 
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case  entailed  5000  hours),  and  one  that  concerned  "only  a  limited  portion  of  the 
taxpayer's  cross  border  transactions."'  In  contrast,  the  300  to  700  hours  of  state 
staff  time  are  high  nimibers  for  the  states  because  they  are  estimates  for  the  first 
audits  of  a  multinational  corporate  group,  and  subsequent  audits  take  one-third  to 
one-half  less  time.  Even  in  the  case  of  the  streamlined  "Advanced  Pricing 
Agreement"  procedirre,  where  the  IRS  works  out  an  advanced  settlement  with  a 
Mailing,  cooperative  taxpayer,  the  federal  government  spends  2  to  5  times  the  staff 
hours  as  the  states  do  on  their  audits.^" 

Does  using  three  to  seven  times  as  much  staff  time  as  the  states  yield  better 
results?  Sadly,  the  answer  is  "no."  The  Interned  Revenue  Service  has  failed  to 
sustain  its  transfer  pricing  adjustments  in  every  m^or  case  it  has  taken  to  court  in 
the  last  ten  years.  Losing  badly  in  court,  the  IRS  has  turned  to  settling  a  large 
portion  of  transfer  pricing  cases,  £Uid  in  1991  it  settled  those  cases  for  an  average  23 
cents  to  28  cents  on  the  dollar."  These  are  not  intended  as  criticisms  of  the  IRS, 
for  they  have  dedicated  and  talented  staff  working  on  these  issues.  The  problem  is 
that  the  arm's-length  pricing  system  largely  impedes  success.  The  fault  lies  with  the 
policy,  not  with  the  Service.  But  in  comparison,  the  states  have  won  the  bulk  of  their 
international  cases,  and  the  U.S.  Supreme  Court  has  upheld  the  validity  of  their 
formula  apportionment  method.'^ 

It  should  not  be  overlooked  that  states  that  are  among  the  smallest  in  the 
nation,  such  aa  North  Dakota  and  Montana,  have  succeeded  in  administering  an 
international  apportionment  system  when  the  federal  government  has  failed  to  make 
arm's-length  pricing  work.  Sadly,  the  Reagan  Administration  in  the  mid-1980's 
pressured  these  and  other  states  to  limit  their  use  of  international  apportionment. 

To  simmiarize,  the  current  arm's-length  approach  to  international  taxation 
loses  the  federal  and  state  governments  a  conservatively  estimated  $15  billion  a  year, 
shifts  that  cost  unfairly  to  ordinary  taxpayers  and  small  businesses,  and  costs  the 
federal  government  three  to  seven  times  the  staff  resources  as  compared  to  the  more 
efficient  and  more  effective  state  system  of  formula  apportionment.  It  is  an  approach 
under  which  the  IRS  has  not  been  able  to  win  a  m^jor  court  case  in  recent  times,  and 
it  must  settle  other  cases  for  a  minor  fraction  of  the  original  assessments.  It  is  an 
approach  that  is  doomed  to  fail  because  of  the  volume  of  transactions  that  must  be 
reviewed  and  corrected  £md,  more  fundamentally,  becaiise  the  approach  does  not  fit 
with  the  economic  reality  of  the  global  marketplace. 

Why  do  we  stick  with  a  method  that  has  failed  so  badly  for  nearly  30  years? 
The  reason  given  time  and  again  by  Treasury  officials  is  that  the  "Devil  makes  us 
do  it."  Who  is  the  Devil  in  this  case?  International  tax  treaties.  But  is  this  a 
reasonable  answer?  No  treaty  and  no  law  should  require  anyone  to  do  that  which  is 
impossible.  If  they  do,  they  should  be  changed.  Further,  the  nugor  treaties  do  not 
speak  of  a4justing  prices  to  an  arm's-length  level.    In  fact,  the  treaties  speak  of 
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ac^'usting  profits  in  a  manner  that  achieves  arm's-length  results."  Treasury  could, 
if  it  so  decided  and  without  revising  the  treaties,  explore  with  other  treaty  partners 
developing  formula  apportionment  processes  that  adjust  profits  instead  of  prices.^^ 
Indeed,  one  can  argue  that  Treasury  has  precisely  a  responsibility  to  do  just  that. 
Thirty  years  ago,  the  U.S.  government  led  its  trading  partners  down  the  arm's-length 
pricing  path.  We  now  know  that  path  has  reached  a  dead  end,  and  it  is  time  for  the 
U.S.  government,  through  Treasury,  to  lead  its  trading  partners  down  a  new  path  of 
dividing  profits  through  formula  apportionment. 

Mr.  Chairman  and  Members  of  the  committee,  we  believe  that  in  continuing 
to  seek  cover  from  transfer  pricing  problems  in  Section  482,  the  federal  government 
is  in  fact  parading  naked  in  the  international  tax  arena.  It  is  time  for  this  en^eror 
to  get  a  suit  of  clothes.  He  will  not  find  a  good  suit  of  clothes  in  London,  Bnissels, 
Berlin  or  Tokyo,  and  he  will  certainly  not  find  them  in  the  Cayman  Islands  or 
Netherlands  Antilles.  The  emperor  will  find  a  good  suit  of  clothes  in  Sacramento, 
Salem,  Helena,  Boise  and  Bismarck— and  when  he  finds  this  suit  of  clothes,  he  will 
discover  that  they  fit  well,  are  a  good  value  for  the  money,  and  will  last  a  long,  long 
time. 
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ENDNOTES 

1.  The  Member  States  of  the  Multistate  Tax  CommiBsion  are  Alaska,  Arkansas,  Califoinia, 
Colorado,  District  of  Columbia,  Hawaii,  Idaho,  Kansas,  Michigan,  Minnesota,  Missoviri, 
Montana,  New  Mexico,  North  Dakota,  Oregon,  South  Dakota,  Texas,  Utah,  and  Washington. 

The  Associate  Member  States  are  Alabama,  Arizona,  Connecticut,  Georgia,  Louisiana,  Maine, 
Maryland,  Massachusetts,  New  Hampshire,  New  Jersey,  Ohio,  Pennsylvania,  Tennessee,  and 
West  Virginia. 

2.  Multistate  Tax  Commission  staff  estimate  based  on  a  calculation  of  the  weighted  average  state 
statutory  corporate  income  tax  rate  as  a  percentage  of  the  federal  statutory  rate. 

3.  Governor  Bill  Clinton,  Piittiny  Paople  First.  A  National  Economic  Strategy  for  America,  p.  22. 
The  revenue  to  be  gained  by  stepped-up  enforcement  of  Section  482  is  estimated  there  as 
growing  fipom  $9.0  billion  in  1993  to  113.5  billion  in  1997.  The  four-year  average  is  $11.3 
billion. 

4.  James  R.  Hobbs,  "Domestic  Corporations  Controlled  by  Foreign  Persons,  1989,"  Statistica  of 
JnfflTTi^  Ryll^tin,  Winter  1992-93,  p.  12,  Figure  F. 

5.  With  regard  to  U.S.  subsidiaries  of  foreign  parent  multinationals,  the  IRS  Statistics  of  Income 
Division  has  only  compiled  the  data  on  transactions  with  related  parties  for  the  121  foreign- 
controlled  U.S.  corporations  with  over  $1  billion  in  sales.  The  IRS  reports  a  total  of  $89  billion 
inbound  and  outbound  transactions  for  this  group  of  companies,  exclusive  of  the  principal 
amotint  of  loans.  See:  James  Hobbs  and  John  Latzy,  "Transactions  Between  Foreign 
Controlled  Corporations  and  Related  Foreign  Persons,  1988,  Data  Release,"  Statistics  of 
Income  Byll^t^Ti,  Summer  1992,  p.  122.  (We  exclude  the  principal  balance  of  loans  firom  our 
measure  of  related  party  transactions,  since  only  the  interest  charges  on  the  loans  would 
ordinarily  be  subject  to  a  Section  482  adjustment).  These  121  corporations,  according  to  IRS, 
account  for  approximately  half  of  the  total  sales  of  aU  foreign-controlled  corporations.  We 
assume  that  the  untabulated  corporations  engage  in  related-party  transactions  to  the  same 
degree  as  the  tabulated  ones,  and  thus  double  the  figvires  reported  for  the  121  corporations. 

With  regard  to  U.S.  based  multinationals,  the  IRS  has  compiled  data  only  for  the  744  with 
more  than  $500  million  in  assets.  See,  John  Latzy  and  Randy  Miller,  "Controlled  Foreign 
Corporations,  1988,"  Statistics  of  Income  Bulletin.  Fall  1992,  p.  71.  This  article  (at  p.  66) 
reports  $143  biUion  in  related  party  sales  of  "stock  in  trade"  with  7500  foreign  subsidiaries. 
Uiqmblished  data  compiled  for  the  Multistate  Tax  Commission  by  the  Statistics  of  Income 
Division  counts  an  additional  $33  billion  in  related  party  sales  of  services,  royalties,  interest, 
etc.  Since  the  IRS  reports  that  the  7500  foreign  subsidiaries  of  these  744  U.S.  parents  account 
for  fuUy  92  percent  of  the  sales  of  all  U.S.  controlled  foreign  subsidiaries,  we  have  not 
extrapolated  the  related  party  transactions  upward. 

6.  There  were  44,840  U.S.  corporations  controlled  by  foreign  persons  that  filed  1989  tax  returns. 
See:  James  R.  Hobbs,  "Domestic  Corporations  Controlled  by  Foreign  Persons,  1989,"  Statistics 
of  Income  Bulletin.  Winter  1992-93.,  p.  7.  The  IRS  also  reports  that  750  U.S.  corporations  with 
assets  over  $500  million  control  7500  foreign  subsidiaries.  See:  John  Latzy  and  Randy  Miller, 
"Controlled  Foreign  Corporations,  1988",  Statistics  of  Income  Bulletin.  Fall  1992,  p.  71. 
However,  this  is  by  no  means  a  complete  coiint  of  U.S.  based  multinationals.  A  much  more 
comprehensive  compilation  by  the  U.S.  Commerce  Department  indicates  that  there  are 
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actually  more  than  2000  U.S.  based  multinational  corporations  that  own  a  majority  interest 
in  oyer  15,000  foreign  subsidiariefl.  U.S.  Dept.  of  Commerce,  U.S.  Direct  Investment  Abroad. 
W9  Jhvr^^fiTY  f^I"<^.  rfv'  W*""''^^  October  1992,  p.  M-25.  It  is  worthy  of  note  that  a 
listing  by  Treasury  and  IRS  of  Commerce  Department  data  sources  that  could  be  of  use  in 
Section  482  enforcement  conq>letely  omitted  this  extremely  conqirehensive  survey  of  foreign 
direct  investment  and  a  conqtarable  one  covering  investment  in  the  U.S.  by  foreign 
multinational  corporations.  See,  U.S.  Department  of  Treasury  and  Internal  Revenue  Service, 
Report  on  the  APDlicatiO"  nnH  AHmipatrnHnn  nf  Sflrtinn  4ft2   ^pril  9,  1992,  p.  5-16. 

7.  See:  Kathleen  Matthews,  "Dolan,  Pearlman  Square  OS  Over  Arm's-Length  v.  Formula 
Approach,"  Tax  Notes.  March  25, 1991,  p.  1335;  Lawrence  H.  Summers,  "Taxation  in  a  Small 
World,"  in  Herbert  Stein,  ed..  Tax  Policy  in  the  Twenty-First  Century.  (New  York:  John  Wiley 
&  Sons)  1988,  p.  71;  Stanley  L  Langbein,  "A  Modified  Fractional  Apportionment  Proposal  for 
Tax  Transfer  Pricing,"  Tax  Notes.  February  10,  1992,  pp.  719-730;  Michael  J.  Mclntyre, 
"Design  of  a  National  Formulary  Apportionment  Tax  System,"  in  prry^ftftdingB  ^if  j^hc  Rightv- 
fgyrt^  Anniiiil  CnnftrnfTu^  i}f\h^  ^fltiffnfll  Tpx  Association-Tax  Institute  of  America.  1991,  pp. 
118-124;  Louis  M.  Kauder,  "Intercompany  Pricing  and  Section  482:  A  Proposal  to  Shift  from 
Uncontrolled  Comparables  to  Formulary  Apportionment  Now,"  Tax  Notes.  Januaiy  25, 1993, 
pp.  485-493;  and  Dale  W.  Wickham  and  Charles  J.  Rerester,  "New  Directions  Needed  for 
Solution  of  the  International  Transfer  Pricing  Tax  Puzzle:  Internationally  Agreed  Rules  or  Tax 
Warfare?"  Tax  Notes.  July  20,  1992,  pp.  339-361. 

8.  ■<;«.■  TT  .q  napnrfanftnt  nf  TrBAmiry  and  Internal  Revenue  Service.  Report  on  the  Application 
nnH  AHminJgtration  of  Section  482.  >^nil  9,  1992,  pp.  3-3,  3-4. 

9.  Ibii,  p.  3-3. 

10.  "Results  to  date  in<lipj»to  that  the  anticipated  average  Service  [staff]  time  to  con4)lete  an  APA 
case  will  be  1200-1600  hours."  Ibid.,  p.  3-5.  In  our  judgment,  there  may  be  no  better 
indication  of  the  inadministrabiUty  of  the  arm's-length  system  than  the  fact  that  the  IRS 
expects  to  devote  two-thirds  of  a  staff-year  to  verify  the  pricing  methodology  of  one  completely 
cooperative  taxpayer,  valid  for  perhaps  2-3  tax  years,  covering  perhaps  only  a  small  set  of  that 
taxpayer's  transactions  with  related  parties. 

11.  Department  of  the  Treasury's  Report  on  Issues  Related  to  t*'g  r^<?nipli«ncfl  with  U.S.  Tax  Laws 
bv  Foreign  Firms  Operating  in  the  United  States.  Hearing  before  the  Subcommittee  on 
Oversight,  of  the  Committee  on  Ways  and  Means,  House  of  Representatives,  April  9, 1992,  pp. 
145-6. 

12.  This  statement  could  be  affected,  however,  by  the  outcome  of  a  pending  case,  Barclays  Bank 
PLC  V.  Franchise  Tax  Board,  2  Cal.4th  708(1992).  California  has  prevailed  throu^  the 
California  Supreme  Court  in  this  case,  which  involves  a  challenge  to  the  constitutionality  of 
the  application  of  worldwide  unitary  combined  reporting  to  a  foreign  parent  corporation. 
Barclays  Bank  is  seeking  U JS.  Sujireme  Court  review  of  tiie  case.  In  1983,  in  the  landmark 
Container  v.  California  case,  the  U.S.  Supreme  Court  upheld  the  constitutionality  of  worldwide 
unitary  combined  reporting  as  iqipUed  to  U.S.  based  multinationals. 

13.  Article  9-1  of  the  U.S.  Model  Tax  Treaty  provides: 
1.  Where 
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14. 


(a)  an  enterprise  of  a  Contracting  State  participates  directly  or  indirectly  in  the 
management,  control  or  capital  of  an  enterpriae  of  the  other  Contracting  State;  or 

(b)the  same  persons  participate  directly  or  indirectly  in  the  management  control  or 
capital  of  an  enterprise  of  a  Contracting  State  and  an  enterprise  of  the  other  Contracting 
State,  and  in  either  case  conditions  are  made  or  imposed  between  the  two  enterprises  in  their 
commercial  or  financial  relations  which  differ  fit.m  those  which  would  be  made  between 
indepemknt  enterprises,  then  any  profits  which,  but  for  those  conditions  would  have  accrued 
to  one  of  the  enterprises,  but  by  reason  of  those  conditions  have  not  so  accrued,  may  be 
included  in  the  profits  of  that  enterprise  and  taxed  accordingly.   (Emphasis  added] 

That  Treasury  itself  beUeves  that  some  forms  of  formula  apportionment  are  consistent  with 
arm  s-length  standard  is  indicated  by  the  fact  that  at  least  one  Advanced  Pricing  Agreement 
has  used  a  formula  approach.  (U.S.  Department  of  Treasury  and  Internal  Revenue  Service 
l^ipQrt  gnthe  AppUgation  and  AdmiTiiBtration  of  5Wtinn  4«y,  April  9. 1992.  p.  3-3).  We  would 
also  argue  that  "profit  spUtting"  sanctioned  in  proposed  IRS  Section  482  regulations  issued 
in  January  1993  is  a  form  of  formula  apportionment.  Indeed,  one  method  authorized  in  these 
regulations,  the  "capital  employed  allocation  rule,"  would  be  clearly  recognized  by  state  tax 
administrators  as  a  "single-factor"  apportionment  formula  using  property  as  the  factor. 


Administrative  Staffing  Requirements: 
Federal  §482  vs.  Global  Formula  Apportionment 
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■  Audit  or  advanced  approval  of  limited  set  of  related-party  transactions  Source:  US    Treasury  Dept  and  Internal  Revenue  Service. 
"Report  on  tt>e  Application  and  Administration  of  Section  482",  April  1992.  pp  3-3.  3-4. 


'  First  audit,  covering  ttiree  tax  years,  total  tax  liability  Sutjsequent  audits  generally  require  conslderat>ly  fewer  audit  hours  liecause 
facts  to  support  determination  of  combined  group  have  already  been  established  Source:  Multistate  Tax  Commission  Survey  of 
State  corporate  audit  directors 
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APPENDIX 

HOW  BIG  IS  THE  FEDERAL  REVENUE  LOSS  FROM  TRANSFER-PRiaNG? 
-  AN  EVALUATION  OF  THE  ARGUMENTS 


Transfer  prices  charged  or\both  "inbound"  and  "outbound"  trarwactions  maybe 
subject  to  IRC  ^2  adjustments.  An  "iiJjound"  transfer  price  is  the  price  charged  by 
a  foreign  corporation  to  a  related  U.S.  corporation  for  the  sale  of  t«mgible  personal 
property  or  a  service,  the  interest  rate  charged  on  a  loan,  the  royalty  charged  for  the 
use  of  a  trademaric  or  patent,  etc..  An  "outboimd"  transfer  price  is  the  converse,  i.e., 
the  charge  by  a  U.S.  corporation  to  a  related  foreign  corporation.  IiJjound  and 
outbound  transfer  prices  rrfer  to  the  direction  of  the  charges,  not  whether  the  "parent" 
corporation  is  U.S.-  or  foreign  owned.  That  is,  U.S.-  and  foreign-owned  parent 
corporations  engage  in  both  inboxmd  and  outboimd  transactions  with  their  foreign 
subsidiaries,  and  all  four  categories  may  potentially  be  subject  to  §482  adjustments. 

Estimates  of  the  aimual  revenue  loss  to  the  Federal  Government  from  just  one 
side  of  the  transfer  pricing  problem  —  inaccurate  or  abusive  transfer  prices  on  both 
inbound  and  outboimd  trar^actions  between  U.S.  subsidiaries  and  their  foreign  parent 
groups  -  have  ranged  as  high  as  $30  billion.^  The  $30  billion  figvire  was  reportedly 
based  on  imputing  a  9  percent  rate  of  return  to  the  reported  U.S.  assets  of  foreign- 
owned  U.S.  corporations^  ,  and  the  IRS  has  criticized  it  because  its  data  show  that 
U.S.-owned  U.S.  corporations  themselves  reported  1989  taxable  income  yielding  only 
a  1.8  percent  pre-tax  return  on  assets.'  Attributing  half  of  the  difference  between  this 


^See  Tax  Underpayments  by  U.S.  Subsidiaries  of  Foreign  Companies:  Hearings  Before  the  Subcommittee 
on  Ooersighl  of  the  House  CommUtee  on  Ways  and  Means.  101st  Cong.,  2d  Sess.  226  Quly  10  and  12,  1990) 
(Statement  of  the  Hon.  J.J.  Pickle).  For  a  discussion  of  the  potential  revenue  losses  associated  with  the 
foreign  operations  of  U.S.  baaed  multinational  corporations  see  'Vfho  Is  Us?'-National  Interests  in  an  Age 
of  Global  Industry:  Hearings  Before  the  Joint  Economic  Committee.  101st  Cong.,  2d  Sess.  12  (Sept.  5  and  13, 
1990)  (Sutement  of  Robert  B.  Reich,  Professor  of  Political  Economy,  John  F.  Kennedy  School  of 
Government,  Harvard  University).  See  also  Bucks,  Dan  R.,  Will  the  Emperor  Discover  He  Has  No  Clothes 
Before  the  Empire  Is  Soldi  44  NAT.  Tax  J.  311  (September  1991).  DaU  suggest  that  U.S.  based  multinational 
corporations  report,  for  tax  puipoaes,  rates  of  return  on  foreign  assets  that  are  ten  times  as  high  as  their 
rates  of  return  on  U.S.  assets-suggesting  a  significant  transfer  pricing  problem.  See.  Dworin,  Lowell, 
Transfer  Pricing  Imuet,  43  Nat.  Tax  J.  285  (September  1990).  (Dworin  is  a  Treasury  Department 
economist). 

'  See.  Matthews,  Kathleen,  JuM  How  Much  Reoenue  Could  the  U.S.  Raise  by  Beefing-Up  Transfer-Pricing 
Enforcement.  5  Tax  Notes  Int'l.  914  (November  2,  1992). 

'  See,  Department  Of  the  Treasury's  Report  on  Issues  Rdated  to  the  Compliance  with  U.S.  Tax  laws  of  Foreign 
Firms  Operating  in  the  United  States:  Hearing  Before  the  Subcommittee  on  Oversight  of  the  House  Committee  on 
Ways  and  Means,  102d  Cong.,  2d  Sess.  104  (AprU  9, 1992)  (Stotement  of  Shiriey  Peterson,  Commissioner 
of  Internal  Revenue)) 
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1.8  percent  rate  of  return  and  the  0.6  percent  rate  of  return  reported  by  foreign-owned 
corporations  to  ii\accurate  transfer  prices*  yields  an  estimate  of  a  $3  billion  annual 
revenue  loss  from  transfer  pricing  involving  foreign-owned  U.S.  corporations.' 

However,  the  IRS  data  provide  a  flawed  estimate  of  the  actual  returns  that  U.S. 
companies  e<im  on  their  U.S.  assets  because  the  assets  figure  in  the  denominator 
includes  the  value  of  both  U.S.  corporations'  investments  in  the  stock  of  their  foreign 
subsidiaries  and  the  value  of  plant  and  equipment  located  in  foreign  branches.'  In 
addition,  the  numerator,  U.S.  taxable  income,  is  likely  to  be  understated  because  of 
"outbound"  transfer  pricing  by  U.S. -based  multinationals.''  In  sum,  the  IRS  data  likely 
understate  the  true  rate  of  retvim  that  U.S. -owned  corporations  earn  on  their  U.S. 
assets,  with  an  unknown  share  of  the  understatement  attributable  to  transfer  pricing. 

Data  that  has  only  recently  been  released  by  the  IRS  on  transactions  between 
foreign-ovtmed  U.S.  corporatioits  and  their  foreign  affiliates*  makes  it  possible  to 
estimate  the  revenue  loss  attributable  to  assumptions  about  the  magiutude  of  error  in 
the  transfer  prices  themselves.  The  data  indicate  that  in  1988,  the  largest  foreign- 
controlled  U.S.  corporations  (those  with  at  least  $1  billion  in  receipts)  had  combined 
inbound  and  outbound  transactions  with  their  foreign  affiliates  totalling  $89  billion.' 
These  corporations  represent  approximately  half  of  the  total  assets  and  receipts  of  all 
foreign-owned  U.S.  corporatior\s;  thus,  it  could  reasoi\ably  be  estimated  that  the 
combined  ijibound  and  outbound  transactions  of  all  foreign-owned  U.S.  corporations 
approximate  $180  billion  annually.  An  average  20  percent  misreporting  of  their  transfer 


■*  An  econometric  study  coauthored  by  a  Treasury  Department  economist  had  found  that 
approximately  half  of  the  difference  in  the  reported  rates  of  return  on  assets  of  U.S. -owned  and  foreign- 
owned  U.S.  corporatioru  could  be  explained  by  the  theoretically  supportable  factors  other  than  transfer 
pricing.  See,  H.  Grubert,  T.  Coodspeed,  and  D.  Swenson,  Explaiiung  the  Low  Taxable  Income  of 
Foreign-Controlled  Companies  in  the  United  States  (November  1991). 

*See  Department  of  the  Treasury's  Report  on  Issues  Related  to  the  Compliance  with  U.S.  Tax  Laws  of  Foreign 
Firms  Operating  in  the  United  States:  Hearing  Before  the  Subcommittee  on  Oversight  of  the  House  Committee  on 
Ways  and  Means,  102d  Cong.,  2d  Sess.  100,  104  (April  9,  1992)  (Statement  of  Shirley  Peterson, 
Commissioner  of  Internal  Revenue). 

*  MTC  staff  conversation  with  IRS  Statistics  of  Income  Division  staff. 

'  See,  Dworin,  supra.  Note  1.  This  trarwfer-pridng  related  understatement  of  iiKome  is  offset  to  an 
unkown  extent  by  the  iiKlusion  of  foreign-source  income. 

^Transactions  Between  Foreign  Controlled  Corporations  and  Related  Foreign  Persons,  1988, 12  Statistics  OF 
Income  Bull.  119  (Summer  1992). 

'M,  at  122.  This  figure  is  exclusive  of  the  principal  amount  of  loans,  since  this  is  not  an  irKome 
statenwnt  item.  It  does  include  interest  on  these  loans,  which  is  an  iiKome  statement  and  tax  retiim 
item  potentiaUy  subject  to  a  §482  adjustirwnt. 
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prices  to  the  detriment  of  U.S.  taxable  income  would  lead  to  a  $12  billion  revenue  loss 
at  the  34  percent  stjttutory  tax  rate.  This  is  not  to  assert  that  20  percent  is  a  reasonable 
estimate  of  the  average  variation  from  arms-length  tremsfer  prices  for  foreign  owned 
U.S.  corporations.  The  purpose  of  the  example  is  to  demonstrate  that  proportionately 
small  adjustments  can  have  significant  revenue  effects. 

One  other  item  of  IRS  data  is  suggestive  of  the  potential  magnitude  of  the 
revenue  loss  from  transfer  pricing  involving  foreign-ov«\ed  U.S.  corporations.  Much 
of  the  concern  has  been  directed  toward  the  U.S.  distributors  of  foreign  manufacturers; 
indeed,  this  was  the  major  focus  of  the  Pickle  Subcommittee  hearings."  IRS  data 
published  for  tax  year  1988  reveal  that  the  ratio  of  the  "cost  of  sales  and  operations" 
(the  major  portion  of  which  would  be  attributable  to  the  cost  of  the  goods  sold)  to  total 
business  receipts  is  nearly  10  percentage  points  higher  for  foreign-owned 
wholesalers/retailers  than  it  is  for  U.S.  distributors  (85.6  percent  versus  76.0  percent, 
respectively)."  If  foreign-owned  distributors  had  the  same  ratio  as  their  U.S. -owned 
coxmterparts,  their  deductioi\s  would  have  been  $32  billion  lower,  and  (all  other  things 
being  equal)  their  taxable  income  correspondingly  higher.  At  the  statutory  corporate 
tax  rate  of  34  percent,  the  revenue  effect  would  be  $11  billion. 

In  short,  the  data  av£iilable  from  IRS  compilations  of  tax  return  based  data 
suggest  that  there  is  a  measurable,  statistically  signifirant  ditference  in  the  profitability 
of  foreign-owned  and  U.S. -owned  U.S.  corporations.  With  the  "back  of  the  envelope' 
level  of  analysis  that  the  data  have  thus  far  received,  defeiisible  estimates  of  the  order 
of  magnitude  of  the  federal  revenue  losses  associated  with  the  transfer  pricing  practices 
of  foreign  multinarioruils  eilone  range  from  the  $3  billion  that  the  IRS  is  willing  to 
concede  to  the  $11  billion  figure  just  dted.  These  revenue  losses  are  compounded  by 
revenue  losses  at  the  state  level,  since  state  corporate  income  taxes  are  linked  to  federal 
definitions  of  U.S.  source  income.  Since  the  weighted-average  stjite  corporate  income 
tax  rate  is  more  than  one-fifth  of  the  federal  corporate  rate",  the  states  vnH  suffer  an 
additional  revenue  loss  approximating  one-fifth  of  any  federal  revenue  loss. 

It  is  unconscionable  that  the  data  available  to  the  federal  government  (including 
completely  separate  data  sources  on  multii\ational  corporations  compiled  by  the 
Commerce  Department)  have  received  so  little  careful  statistical  analysis  by  federal 
government  economists."  The  Multistate  Tex  Commission  respectfully  urges  that  the 
new  leadership  of  the  Treasury  Department  place  a  high  priority  on  mobilizing  the 
tremendous  expertise  and  data  resources  of  the  federal  government  toward  the  gocil  of 
elucidating  and  measuring  the  federal  revenue  losses  from  transfer  pricing. 


^Supra,  note  1. 

"See,  Hobbs,  James,  Domestic  Corporations  Controlled  by  Foreign  Persons.  1988, 11  STATISTICS  OF  Income 
Bull.  83  (Fall,  1991). 

Multistate  Tax  Coounission  staff  calculations. 

'^The  Grubert/Good^>eed/Swenson  study  (supra,  note  4)  is  the  only  statistical  analysis  that  has  ever 
been  done  to  evaluate  the  IRS  data.  Moreover,  the  IRS  has  not  even  tabulated  (much  less  analyzed)  the 
data  it  has  collected  on  the  transactions  with  their  foreign  parents  of  foreign  controlled  U.S.  coiporations 
with  less  than  $1  billion  in  sales  (see,  supra  note  8). 
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IDAHO'S  EXPERIENCE  WITH  IRC,  SECTION  482 
TESTIMONY  OF  PHILIP  M.  ALDAPE 

Mr.  Chairman  and  Members  of  the  Committee: 

My  name  is  Phil  Aldape.  I  am  administrator  of  the  audit  &  collections  division  of  the  Idaho 
State  Tax  Commission.  For  nearly  24  years  I  have  served  as  a  lead  auditor  or  manager  of 
the  agency's  multistate  and  multinational  corporate  income  tax  audit  function.  Over  this 
period  we  have  audited  thousands  of  tax  returns  filed  by  many  of  the  world's  largest 
affiliated  groups  of  corporations. 

For  most  of  this  time  we  have  used  what  is  commonly  known  in  corporate  income  taxation 
at  the  state  level  as  the  combined  reporting  method.  This  approach  is  used  when  the 
integrated  business  operations  of  commonly  owned  groups  of  corporations  result  in  their 
functioning  as  a  single  "unitary"  business  enterprise  whose  activities  cross  state  and  national 
boundaries.  Idaho,  like  all  other  states,  is  only  able  to  tax  the  income  of  these  businesses 
which  is  reasonably  attributable  to  operations  within  the  state.  To  accomplish  this,  we  use 
a  standard  three  factor  formula  to  compute  how  much  of  the  total  income  or  losses  of  the 
unitary  business  from  all  sources  is  related  to  activities  within  Idaho.  This  formula 
determines  the  Idaho  percentage  of  total  property,  payroll,  and  receipts  for  the  entire 
corporate  group  and  averages  these  individual  percentages  to  approximate  the  portion  of 
its  business  which  is  conducted  within  the  state.  This  Idaho  percent  of  total  business 
activity,  commonly  known  as  the  apportionment  factor,  is  multiplied  by  the  total  net  income 
or  loss  of  the  corporate  group  to  determine  its  income  or  loss  which  is  taxable  by  Idaho. 
We  have  had  one  significant  experience  with  use  of  Section  482  of  the  Internal  Revenue 
Code.  It  involved  a  transfer  of  100%  of  the  stock  of  a  company  with  substantial  oil  and  gas 
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properties.  This  stock,  which  was  owned  by  an  Idaho  company,  was  transferred  to  its  parent 
holding  company  whose  operations  were  entirely  outside  the  state.  Since  an  earlier 
unrelated  agreement  between  the  Tax  Corrunission  and  the  Idaho  corporation  required  that 
its  income  be  determined  for  the  year  in  question  based  upon  the  separate  entity  filing  of 
the  Idaho  corporation,  combined  reporting  could  not  be  used.  Using  a  separate  entity 
approach,  the  Idaho  corporation  should  have  determined  and  reported  a  gain  from  the 
transfer  of  this  stock  to  its  parent.  We  relied  upon  IRC  Section  482  to  support  our  finding 
that  a  gain  on  this  transfer  of  stock  should  have  been  reported  to  reflect  the  difference 
between  the  fair  market  value  on  the  date  of  the  transfer  and  the  basis  of  the  stock  on  the 
books  of  the  Idaho  corporation.  Determining  the  fair  market  value  of  this  stock  became  the 
primary  issue  in  the  audit  because  the  transfer  did  not  occur  at  arm's  length  between 
unrelated  entities.  We  found  several  conflicting  sources  of  information  within  the 
taxpayer's  records  which  further  confused  our  attempts  to  determine  the  fair  market  value 
of  various  oil  and  gas  properties  held  and  operated  by  the  corporation  whose  stock  was. 
transferred.  Members  of  our  staff  spent  weeks  gathering  and  studying  a  number  of 
authoritative  industry  publications  on  the  valuation  of  mineral  properties.  Using  two  distinct 
valuation  approaches,  our  property  tax  staff  appraisers  worked  with  the  auditors  to 
determine  the  value  of  the  assets  of  the  corporation  whose  stock  was  transferred.  The  first 
of  these  was  performed  by  a  CPA  on  our  audit  staff.  He  was  one  of  the  two  auditors  who 
worked  on  this  case.  His  appraisal  was  based  upon  comparable  sales  of  stock  of  similar 
corporations.  Our  second  appraisal,  which  was  performed  by  two  Senior  property  appraisers 
in  our  ad  valorem  and  estate  tax  units,  concentrated  on  determining  the  value  of  the  proven 
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and  probable  petroleum  reserves  of  the  company  whose  stock  was  transferred.  These 
appraisals  determined  fair  market  values  which  resulted  in  a  taxable  gain  ranging  between 
$14,000,000  and  $16,000,000  from  the  transfer  of  this  stock.  Even  though  nothing  was 
originally  reported  on  this  transaction,  the  taxpayer  conceded  a  taxable  gain  of 
approximately  $8,000,000  after  completing  its  own  appraisal  of  the  property. 
This  case  was  ultimately  settled  by  compromise  as  preparations  for  litigation  were  being 
made.  If  it  had  not  been  resolved,  we  were  planning  to  hire  expert  appraisers  of  oil  and  gas 
properties  to  perform  their  own  valuation  determinations  and  to  provide  expert  testimony 
to  support  our  case  before  the  courts.  We  would  likely  have  been  required  to  spend  $50,000 
to  $75,000  on  this  outside  expert  as  well  as  the  additional  staff  time  and  expense  which  is 
typically  required  when  complex  litigation  such  as  this  is  presented  to  the  courts. 
Ultimately,  as  our  experience  has  shown  is  commonly  true  with  questions  of  valuation,  it 
would  have  come  down  to  a  judgment  call  as  to  whose  witnesses  were  the  most  credible. 
For  this  reason,  the  appraisals  which  were  performed  by  our  staff  would  likely  have  been 
of  little  value  since  they  would  have  been  compared  to  those  of  the  taxpayer  which  were 
done  by  industry  specialists.  Herein  lies  a  key  fallacy  in  having  to  use  a  valuation  analysis 
such  as  that  required  by  the  arm's  length  method.  To  have  a  reasonable  chance  of 
sustaining  a  case,  either  the  taxpayer  or  the  audit  staff  must  typically  use  an  industry  or 
other  expert  to  support  the  values  determined. 

As  it  was,  we  spent  an  estimated  2,000  hours  of  staff  time  spread  over  the  five  years  which 
elapsed  from  the  date  the  taxpayer  was  contacted  to  schedule  the  examination  until  the  case 
was  settled.    This  compares  to  the  average  200  hours  we  typically  spend  on  a  complex 


89 


IDAHO'S  EXPERIENCE  WITH  IRC,  SECTION  482  PAGE  4 

combined  reporting  audit  If  the  combined  reporting  approach  had  been  used  in  this  case, 
the  intercompany  transfer  of  stock  would  have  been  ehminated.  There  would  have  been  no 
need  for  determining  the  fair  market  value  of  the  stock  or  the  underlying  oil  and  gas 
properties  because  there  would  have  been  no  taxable  gain  on  the  transfer.  Instead,  Idaho 
would  have  been  able  to  recognize  its  share  of  the  income  from  these  properties  and  any 
gain  which  might  have  arisen  from  the  sale  of  the  stock  or  underlying  properties  to 
unrelated  third  parties  through  use  of  the  combined  reporting  approach  in  years  when  such 
income  was  recognized. 

Since  this  audit  was  completed,  members  of  our  audit  staff,  including  one  of  the  two  who 
worked  on  this  case,  spent  another  two  weeks  in  training  presented  by  IRS  international 
examiners  on  the  basics  of  using  Section  482  for  arm's  length  pricing  audits.  In  this  training, 
we  learned  that  just  the  audit  work  on  a  typical  transfer  pricing  case  takes  about  three  years. 
Such  audits  also  routinely  require  the  employment  of  experts.  Based  upon  our  own  less 
than  acceptable  audit  experience  and  the  insights  we  acquired  through  this  training  on  the 
use  of  IRC  Section  482  and  the  arm's  length  pricing  standards  and  rules  which  it  demands, 
we  have  concluded  that  this  approach  is  ridiculously  impractical.  Please  remember  that  our 
audit  involved  only  one  transaction. 

We  understand  that  most  arm's  length  pricing  cases  require  the  analysis  of  transactions 
which  may  occur  many  times  each  day  in  a  variety  of  different  currencies  whose  value 
relative  to  one  another  is  constantly  changing. 

By  comparison,  use  of  the  combined  reporting  method  is  dramatically  easier  whenever  an 
audit  of  related  corporations  is  necessary.  Its  value  lies  in  its  simplicity  and  the  fact  that  its 
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results  cannot  be  manipulated  by  use  of  less  than  arm's  length  pricing  between  or  among 

included  corporations. 

Businesses  operating  in  Idaho  may  elect  to  use  one  of  two  combined  reporting  methods. 

The  first,  which  we  call  water's  edge  reporting,  limits  the  companies  which  may  be  included 

to  those  incorporated  or  operating  within  the  United  States.  All  others  are  required  to  use 

the  combined  reporting  method  for  their  worldwide  operations.    If  they  report  using  the 

worldwide  method  or  their  business  is  conducted  exclusively  within  the  United  States,  there 

is  no  opportunity  for  dispute  about  the  arm's  length  nature  of  transactions  between  members 

of  the  affiliated  group  because  no  income  or  loss  may  be  recognized  from  these  transactions. 

It  is  only  when  a  member  of  the  group  enters  into  a  transaction  with  a  third  party...one  not 

included  in  the  combined  report...that  a  taxable  transaction  may  occur. 

When  the  entirety  of  the  business  conducted  by  the  affiliated  group  is  divided  by  some 

jurisdictional  barrier,  opportunities  for  tax  avoidance  through  less  than  arm's  length  pricing 

become  a  possibility.  Such  is  the  case  now  for  affiliated  corporate  groups  operating  in  Idaho 

when  the  water's  edge  method  of  reporting  is  elected.  For  these  taxpayers  an  artificial  line 

separates  that  portion  of  their  business  which  is  conducted  within  the  United  States  from 

the  balance  of  their  business  elsewhere  throughout  the  world.  This  artificial  barrier  provides 

the  opportunity  for  income  manipulation  through  variations  in  international  pricing  among 

two  or  more  segments  of  the  same  business. 

Since  Idaho  relies  exclusively  upon  the  international  examinations  performed  by  the  Internal 

Revenue  Service,  we  are  concerned  that  these  efforts  are  as 

effective  as  possible.  From  our  experience  with  the  Section  482  issue  described  earlier,  and 
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from  all  we  have  learned  about  the  difficulties  IRS  faces  when  they  try  to  apply  these  rules, 

we  believe  Idaho  is  not  receiving  the  revenue  it  should  from  these  corporations. 

We  strongly  urge  you  to  adopt  rules  at  the  federal  level  which  substitute  the  apportionment 

concepts,  which  many  of  the  states  have  successfully  used  for  years,  for  the  arm's  length 

pricing  standards  which  have  proven  to  be  administratively  unworkable  and  ineffective.  In 

the  alternative.  Section  482  rules  should  be  modified  to  require  use  of  formulary 

'.pportionment  when  the  existing  arm's  length  pricing  provisions  do  not  work.   Use  of  the 

apportionment  concept  at  the  federal  level  will  make  tax  compliance  easier  and  more 

verifiable,  but  more  importantly,  it  will  improve  the  equity  of  the  current  system. 

Thank  you  for  the  opportunity  to  speak  with  you  today.    May  I  answer  any  questions  for 

you? 
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Senate  Oovernaental  Affairs  Committee 

March  25,  1993 

Written  Testimony  of  Benjamin  F.  Miller 

California  Franchise  Tax  Board 


California  has  used  the  unitary  method  of  accounting  for 
over  fifty  years.   As  practiced  by  California,  the  unitary  method 
of  accounting  has  two  basic  elements:   formulary  apportionment 
and  combined  reporting. 

Formulary  apportionment,  a  process  used  by  every  state  which 
asserts  a  tax  on  or  measured  by  income,  uses  a  mathematical 
formula  to  assign  income  on  a  geographic  basis.   The  formula 
which  is  used  by  most  states  compares  the  property,  payroll  and 
sales  of  a  business  which  are  located  within  the  state  to  those 
same  values  of  the  business  everywhere.   Three  percentages  are 
determined  and  then  averaged  to  determine  the  percentage  of  the 
business 's  activity  which  takes  place  within  the  state.   This 
percentage  is  then  applied  to  the  total  income  of  the  business  to 
determine  how  much  should  be  assigned  to  the  state.   There  are 
several  virtues  to  this  system:   First,  there  is  mathematical 
certainty  that  there  can  be  no  multiple  taxation  if  all 
jurisdictions  use  it.   Second,  it  provides  a  simple  mechanical 
solution  to  what  is  probably  an  insoluble  question:   the  specific 
location  and  activity  which  gives  rise  to  income.   Third,  it  is 
less  vulnerable  to  manipulation. 

Combined  reporting  requires  that  all  commonly  owned  or 
controlled  activities  which  function  as  a  single  economic 
business  will  be  considered  as  such  regardless  of  the  corporate 
form  in  which  they  are  carried  on  by  the  enterprise.   Under 
combined  reporting,  there  is  virtually  no  significance  attached 
to  the  legal  form,  divisions  or  separate  corporations  in  which 
the  business  is  conducted.   Use  of  combined  reporting,  or  a 
similar  mechanism  such  as  the  federal  consolidated  return, 
prevents  a  business  from  avoiding  the  consequences  of  formulary 
apportionment  through  the  use  of  separate  corporate  entities. 
Combined  reporting,  consolidated  returns,  or  similar  mechanisms 
which  require  a  cumulation  of  the  results  of  commonly  owned 
entities  is  probably  the  single  most  effective  tool  a  tax 
administrator  can  have  to  combat  manipulation  of  income  for  tax 
purposes  through  the  use  of  formal,  legal  entities  because  the 
results  of  a  business  are  determined  solely  by  reference  to 
third-party  transactions,  real  arm's-length  accounting. 

Historv  of  Unitary  Method  in  California 

When  California  first  implemented  the  unitary  method,  it  was 
used  only  in  those  circumstances  where  the  tax  administrator  felt 
it  was  necessary  as  a  device  to  combat  taxpayer  manipulation  of 
its  separate  accounting  results.   As  California  began 
implementing  the  combined  report  approach,  it  extended  it  to  both 
domestic  and  foreign  country  affiliates.   These  extensions 
occurred  not  only  through  action  of  the  Franchise  Tax  Board  but 
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also  at  the  request  of  taxpayers  where  there  were 
interjurisdictional  transactions. 

Taxpayers,  however,  also  saw  that  the  unitary  method  could 
be  used  as  a  means  for  them  to  prevent  the  multiple  taxation 
which  can  arise  from  the  separate  accounting  method  even  when 
interjurisdictional  transactions  are  not  involved.   In  the 
companion  cases  of  Superior  Oil  Co.  v.  Franchise  Tax  Board.  60 
Cal.2d  406  (1963),  and  Honolulu  Oil  Corp.  v.  Franchise  Tax  Board. 
60  Cal.2d  417  (1963),  the  taxpayers  sought  refunds  of  their 
California  taxes  paid  on  the  basis  of  separate  accounting  by 
asking  the  courts  to  require  the  Franchise  Tax  Board  to  allow 
them  to  use  the  unitary  method.   The  California  Supreme  Court,  in 
ruling  for  the  taxpayers,  held  that  when  a  unitary  business 
relationship  exists,  the  unitary  method  of  accounting  must  be 
used.   In  both  of  these  cases,  the  taxpayers  argued  for  the  use 
of  the  unitary  method  to  allow  them  to  offset  losses  arising  from 
activities  in  other  jurisdictions  against  gains  in  California  so 
they  would  not  be  required  to  pay  a  tax  to  California  on  an 
amount  of  income  in  excess  of  their  total  income. 

Following  the  decisions  in  the  Honolulu  and  Superior  cases, 
the  Executive  Officer  of  the  Franchise  Tax  Board  made  the 
determination,  based  upon  the  mandate  of  the  California  Supreme 
Court,  that  the  department  would  require  the  use  of  the  unitary 
accounting  method  whenever  related  entities  exhibited  a  unitary 
business  relationship. 

From  the  inception  of  the  California  Bank  and  Corporation 
Tax  Law  in  1929,  formulary  apportionment  has  been  applied  to 
interstate  and  foreign  commerce.    The  combined  report  mechanism 
was  not  advanced  by  the  Franchise  Tax  Board  until  the  early  '30's 
and  it  is  difficult  to  determine  when  it  was  first  used  with 
respect  to  corporations  conducting  activities  in  foreign 
countries.   However,  there  are  reported  administrative  decisions 
which  reflect  the  fact  that  corporations  with  activities  in 
foreign  countries  were  included  in  combined  reports  as  early  as 
1945.   We  believe  that  in  several  circumstances  foreign 
activities  were  included  in  the  determination  of  the  California 
tax  at  the  taxpayer's  request. 

With  respect  to  foreign-based  businesses,  we  have  records  of 
cases  involving  foreign-based  banks  where  the  unitary  method  was 
proposed  in  the  mid-1950's.   Prior  to  the  Honolulu  and  Superior 
decisions,  it  is  likely  that  the  use  of  combined  reporting  with 
respect  to  foreign-based  businesses  was  the  exception  rather  than 
the  rule.   Single-entity  formulary  apportionment,  however,  was 
almost  assuredly  used  for  all  foreign  incorporated  taxpayers  from 
the  outset  of  the  Bank  and  Corporation  Tax  Law  as  there  was 
United  States  Supreme  Court  authority  for  its  use,  Bass.  Ratcliff 
&  Gretton.  Ltd.  v.  State  Tax  Commission.  266  U.S.  271  (1924). 

Use  of  the  unitary  method  for  foreign-based  businesses  was 
not  a  significant  issue  prior  to  1970  for  two  reasons.   First, 
the  Franchise  Tax  Board  had  not  considered  the  full  use  of  the 
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unitary  method  mandatory.   Second,  because  there  was  United 
States  Supreme  Court  authority  validating,  at  least  in  part,  its 
use.   And  third,  and  probably  most  importantly,  the  wave  of 
foreign  investment  in  the  United  States,  and  more  particularly  in 
California  and  the  other  western  states,  had  not  yet  hit. 

In  1975  the  unitary  method,  and  its  use  in  California, 
achieved  celebrity  status  when  the  United  Kingdom,  in 
renegotiating  its  Tax  Convention  with  the  United  States,  obtained 
the  agreement  of  the  United  States  negotiators  to  include  a 
clause  in  the  treaty  which  would  have  prohibited  use  of  the 
worldwide  combined  report  method.   The  inclusion  of  this  proposed 
restriction  on  a  method  of  accounting  used  by  the  states  was  the 
first  time  that  state  taxes  on  or  measured  by  income,  with  the 
possible  exception  of  nondiscrimination  clauses,  had  been  dealt 
with  in  a  bilateral  United  States  tax  treaty.   In  fact,  at  that 
time,  and  even  to  this  day,  the  United  States  Model  Income  Tax 
Treaty  specifically  exempts  state  income  taxes  from  treaty 
coverage  except  for  the  general  nondiscrimination  clause. 

In  1978  the  treaty  was  presented  to  the  United  States  Senate 
for  its  "advice  and  consent."  The  treaty,  with  the  offending 
clause,  was  unable  to  obtain  the  necessary  two-thirds  vote  for 
ratification.   Subsequently,  the  treaty,  without  the  clause,  was 
ratified  by  the  Senate.  Two  years  later,  after  negotiating 
additional  concessions  and  with  much  grvimbling,  the  United 
Kingdom  Parliament  also  approved  the  treaty.   Shortly  thereafter, 
the  United  States  State  Department  began  to  receive  diplomatic 
notes  of  complaint  regarding  the  states'  use  of  worldwide 
combined  reporting  from  a  variety  of  foreign  countries,  with  the 
United  Kingdom  being  the  most  strident  in  its  complaints. 

Concurrent  with  the  treaty  debate  and  resolution,  taxpayers 
were  pursuing  legal  remedies  against  the  states,  and  California 
in  particular.   In  1983  in  Container  Corporation  of  America  v. 
Franchise  Tax  Board.  463  U.S.  159  (1983),  the  United  States 
Supreme  Court  sustained  California's  application  of  the  worldwide 
combined  report  accounting  method  with  respect  to  a  United 
States-based  multinational,  characterizing  the  accounting  method 
as  "fair  and  proper."   In  the  Container  decision,  the  Supreme 
Court  specifically  reserved  the  question  of  whether  the  worldwide 
combined  report  method  could  constitutionally  be  applied  to 
foreign-based  unitary  businesses.   463  U.S.  at  189  fn.  26  and  195 
fn.  32. 

California  is  still  litigating  the  question  of  whether  the 
worldwide  combined  report  method  can  be  constitutionally  applied 
to  foreign-based  businesses.   California  has  prevailed  in  its 
state  courts,  2  Cal.4th  708  and  10  Cal.App.4th  1742  (1992),  and 
there  is  presently  pending  before  the  United  States  Supreme 
Court  a  Petition  for  Writ  of  Certiorari  in  the  case  of  Barclays 
Bank  International  Ltd.  v.  Franchise  Tax  Board.  Docket  92-1384. 
It  is  expected  that  the  Court  will  decide  whether  or  not  to  grant 
the  petition  before  it  recesses  this  summer.   If  the  petition  for 
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review  is  granted,  argument  is  likely  to  occur  early  in  the  next 
term. 

After  the  decision  in  Container.  President  Reagan  called  for 
the  formation  of  a  Working  Group  to  attempt  to  seek  a  solution  to 
the  states'  use  of  the  worldwide  combined  report  accounting 
method.   The  solution  sought  was  to  strike  a  balance  between  the 
rights,  powers  and  needs  of  the  states,  the  complaints  of  foreign 
countries  and  their  citizens,  and  the  concerns  of  domestically 
based  multinationals.   The  product  of  the  Working  Group  was 
agreement  as  to  several  principles  by  which  modification  of  state 
tax  systems  would  be  undertaken  and  the  proposal  of  several 
alternative  solutions,  none  of  which  was  fully  endorsed  by  all  of 
the  parties.   As  part  of  the  package,  the  federal  government 
agreed  to  undertake  a  variety  of  initiatives  in  the  area  of 
transfer  pricing,  including  providing  both  training  for  state  tax 
auditors  and  increased  enforcement  efforts  on  the  part  of  the 
Internal  Revenue  Service. 

As  a  result  of  the  Working  Group  deliberations  and 
suggestions,  the  states  have  acted  to  modify  their  use  of  the 
worldwide  combined  report  accounting  method.   With  a  single,  and 
even  in  that  case,  limited  exception,  the  states  have  abandoned 
the  requirement  that  taxpayers  include  their  foreign  incorporated 
activities  in  a  combined  report  calculation.   States  such  as 
California  have  accomplished  this  result  by  allowing  the 
taxpayers  to  elect  between  the  use  of  worldwide  combined  report 
accounting  method  or  a  "water 's-edge"  combined  report  method. 

Mechanics  of  Unitary  Method 

Based  upon  our  experience,  we  have  concluded  that  the 
unitary  method  can  be  used  with  respect  to  foreign-based 
multinationals  and  it  is  an  effective  tool  for  collecting  a  fair 
and  proper  share  of  tax  revenue  from  them  which  eliminates  the 
need  to  engage  in  the  intricacies  of  arm's-length  accounting.   A 
unitary  audit  consists  of  the  following  steps: 

First,  a  determination  has  to  made  as  to  which  entities 
constitute  the  unitary  business  whose  income  should  be 
considered  by  the  Franchise  Tax  Board.   In  the  case  of  many 
foreign-based  businesses,  the  United  States  activities  are 
distribution  arms  for  a  product  manufactured  overseas,  a 
classic  unitary  relationship.   In  other  circumstances,  the 
inquiry  is  more  difficult  and  time-consuming  because  the 
foreign  activities  may  include  businesses  which  are  not  so 
clearly  related  to  the  activities  carried  on  in  the  United 
States.   Nonetheless,  published  Annual  Reports  and  similar 
documents  often  provide  the  necessary  evidentiary  base  for  a 
conclusion  as  to  the  extent  of  the  unitary  business  and 
allow  for  a  separation  of  the  unrelated  activities. 

8«cond,  a  determination  must  be  made  as  to  the  income 
of  the  unitary  business.   California  has  adopted  a 
regulation,  Reg.  §  25137-6,  California  Code  of  Regulations 
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which  directs  how  this  is  to  be  done  and  provides  for  the 
use  of  alternative  data  and  estimates  where  necessary.   The 
starting  point  of  this  effort  is  typically  the  published 
financial  data  of  the  parent  company.   This  data  must  be 
adjusted  to  conform  to  United  States  accounting  principles 
and  to  tax  accounting  principles.   Published  financial 
statements  or  other  material  prepared  in  order  to  access 
United  States  financial  and  credit  markets  often  exist  and 
indicate  the  differences  between  United  States  and  the 
foreign  country  GAAP.   Adjustments  to  foreign  accounting 
data  are  only  made  when  the  effect  is  material,  Reg.  S 
25137-6(b) (3) (C) .   (The  California  provisions  with  respect 
to  this  were  copied  out  of  Internal  Revenue  Code 
regulations,  Reg.  1.964-l(a) (5) .)   In  this  regard,  it  is 
important  to  keep  in  mind  that  many  accounting  treatments, 
such  as  depreciation,  relate  to  timing  questions  and 
permissible  choices  of  methods,  not  to  ultimate  reporting. 

The  Franchise  Tax  Board  is  always  prepared  to  make 
adjustments  requested  by  the  taxpayer,  if  appropriate.   In 
making  such  adjustments,  it  is  not  necessary  to  prepare  new 
books  and  records,  but  merely  to  adjust  existing  data 
pursuant  to  some  reasonable  method.   The  calculations  are 
normally  performed  in  the  currency  of  the  parent  company. 

Third,  a  determination  is  made  as  to  the  apportionment 
factors.   The  apportionment  factors  typically  consist  of 
tangible  personal  and  real  property  valued  at  original  cost, 
payroll  and  sales.   These  are  values  which  we  believe  every 
business  knows.   These  calculations  are  performed  in  the 
currency  of  the  parent  company  (Reg.  S  25137-6 (c) (1) (E)  and 
(c)(2)(C)),  the  currency  in  which  the  books  and  records  are 
routinely  kept  for  consolidated  financial  reporting. 

In  summary,  what  the  Franchise  Tax  Board  needs  in  order 
to  apply  the  combined  report  method  to  a  foreign 
multinational  boils  down  to  seven  numbers: 

The  overall  net  income  of  the  entire  business 

The  overall  value  of  the  business' s  property, 
payroll  and  sales. 

The  California  value  of  the  business 's  property, 
payroll  and  sales. 

Logic  and  knowledge  of  business  practices  strongly 
suggest,  and  our  experience  verifies,  that  all  of  these 
numbers  are  maintained  in  the  normal  operation  of  every 
business.   In  most  circumstances,  this  information  can  be 
gleaned  from  published  financial  records  or  other  records 
maintained  by  the  business  which  are  available  to  the 
department.   If  publicly  maintained  financial  data  is  not 
available,  the  cooperation  of  the  taxpayer  and  its 
affiliates  is  required  to  obtain  the  information.   But  the 
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important  point  to  keep  in  mind  is  that  the  information 
being  sought  is  invariably  maintained  in  the  normal  course 
of  business. 

Costs  of  Compliance 

One  of  the  principal  arguments  which  foreign  multinationals 
raise  about  the  unitary  method  is  the  cost  of  compliance.   It  is 
our  experience  that  these  arguments  are  of  the  "smoke  and  mirror" 
variety.   In  support  of  our  conclusion,  we  offer  the  following 
three  examples  taken  from  cases  which  are  actually  being 
litigated.   The  first  two,  Barclays  Bank  International  v. 
Franchise  Tax  Board  and  Alcan  Aluminum  Corporation  v.  Franchise 
Tax  Board,  are  obviously  cases  in  which  the  Franchise  Tax  Board 
is  involved.   The  third  case,  Reuters  v.  Department  of  Revenue, 
involves  the  State  of  New  York.   For  purposes  of  this  testimony, 
I  will  provide  a  brief  summary  of  portions  of  the  evidence 
presented  regarding  the  cost  of  compliance  in  each  case.   If  more 
detail  is  required,  we  will  be  happy  to  submit  portions  or  all  of 
the  record  in  each  of  the  cases  as  an  addendum  to  this  testimony. 

Barclays 

Barclays,  in  support  of  its  cost  of  compliance 
argument,  in  addition  to  the  conclusionary  statements  of 
various  federal  officials,  offered  the  testimony  of  its  in- 
house  tax  manager  and  a  partner  in  a  major  national 
accounting  firm.   Based  upon  the  opinion  of  these  two 
individuals,  the  trial  court  found  that  compliance  for 
Barclays  would  entail  "the  cost  to  set-up  and  maintain  a 
system  [would  be]  huge,  over  $5,000,000  to  establish  and 
over  $2,000,000  annually  to  maintain."   (Emphasis  added.) 
The  trial  court's  decision,  and  the  testimony  of  these  two 
individuals,  ignores  among  other  things: 

the  fact  that  the  Board's  regulation,  Reg.  §25137-6, 
calls  for  adjustments  to  regularly  maintained  financial 
data  only  if  material,  and 

the  evidence  that  there  was  only  one  material 
difference,  the  revaluation  of  assets,  for  tax  purposes 
between  the  United  Kingdom  GAAP  statements  prepared  by 
Barclays  and  United  States  GAAP  as  noted  in  a  Public 
Offering  Prospectus  filed  by  Barclays  with  the  United 
States  Securities  and  Exchange  Commission,  and  that  the 
annual  reports  disclosed  the  basis  of  adjusting  for 
this  difference  and  the  source  of  the  necessary  data. 

In  addition,  the  trial  court  decision  gave  credence  to 
the  incredible  testimony  of  one  of  Barclays'  witnesses  who 
testified  that  as  part  of  his  estimates  of  cost,  it  would 
take  "hours,  a  day,  or  something  like  that,"  Trial 
Transcript  p.  992,  to  convert  a  single  nunber  expressed  in 
Pounds  Sterling  into  dollars  when  all  that  is  required  is  to 
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make  a  mathematical  calculation  involving  either 
multiplication  or  division. 

The  Board,  in  response  to  this  testimony,  offered  in 
evidence  copies  of  the  bills  which  the  taxpayers  had 
received  from  a  major  national  accounting  firm  for  the 
preparation  of  partial  worldwide  combined  reporting  returns 
which  the  taxpayer  had  filed  with  the  department.   The  bills 
were  "on  the  order  of  $900  to  $1250  per  year"  (10 
Cal.App.4th  1742  at  1760,  fn.  7,  emphasis  added)  for  earlier 
years.   These  returns  were  prepared  from  the  financial 
records  of  the  Barclays  Group  which  were  the  ultimate  source 
of  the  information  used  by  the  Franchise  Tax  Board  for  its 
assessments . 

Alcan  AluminuM  Corporation 

Alcan  offered  a  stipulation  as  to  its  cost  to  prepare  a 
worldwide  combined  report  a  figure  of  $10.2  million.   (Joint 
Stipulation  5  139,  Exhibit  XVI.)   As  part  of  its  offer  with 
respect  to  the  cost  of  compliance,  Alcan  listed  15  separate 
items  which  it  claimed  would  require  adjustment  to  go  from 
its  financial  accounting  records  to  California  tax 
accounting.   (Joint  Stipulation  H  44  and  45.) 

The  stipulation  then  provides  detail  with  respect  to 
each  of  these  15  items.  (Joint  Stipulation  H  47  through 
13  5.)   The  stipulation  indicates  there 

was  no  adjustment  required  with  respect  to  five  of  the 

items , 

that  different  treatment  could  be  elected,  but  was  not 
required,  with  respect  to  five  of  the  items  and  that  an 
election  was  allowed  with  respect  to  three  of  them, 

that  there  was  a  difference  in  treatment  with  respect 
to  the  remaining  five  items,  three  of  which  were 
adjusted,  two  of  which  were  not,  to  the  taxpayer's 
benefit. 

With  respect  to  all  of  the  items  except  foreign 
exchange,  where  there  was  not  a  difference  in 
treatment,  the  place  where  the  necessary  accounting 
information  would  be  located  in  regularly  maintained 
books  and  records  was  identified. 

In  addition,  the  stipulation  sets  forth  the  costs 
incurred  by  Alcan  in  filing  worldwide  returns  with 
California,  not  to  exceed  $25,000  for  1965  and  1966  (Joint 
Stipulation  f  137)  and  not  to  exceed  $75,000  for  1972 
through  1974  (Joint  Stipulation  f  138)  and  making 
calculations  for  the  adjustments  which  were  allowed  and 
proposed.   (See  Joint  Stipulation  t^  151  through  153.)   The 
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total  costs  listed  for  13  years  of  filings  which  were 
accepted  by  the  Franchise  Tax  Board  do  not  exceed  $500,000. 

Rauf  rs  V.  Department  of  Taxation 

Reuters  is  a  United  Kingdom  corporation  which  does 
business  through  branches  or  offices  in  approximately  80 
countries  including  New  York  state.   New  York  law  requires 
that  the  income  assigned  to  New  York  be  determined  by 
considering  all  of  the  income  of  the  corporation  and 
assigning  part  of  the  overall  income  on  the  basis  of  the 
three-factor  apportionment  formula. 

Reuters  offered  the  testimony  of  the  head  of  its  tax 
department  that  it  would  have  start-up  costs  of  $86,000  and 
annual  costs  of  $980,000  to  comply  with  New  York's 
requirement  that  it  calculate  its  New  York  tax  on  the  basis 
of  its  entire  net  income. 

This  testimony  was  found  to  be  "greatly  exaggerated"  on 
the  basis  of  the  fact  that  1)  Coopers  and  Lybrand  had  in 
fact  filed  the  return  required  by  New  York  for  one  of  the 
years  at  issue  and  2)  thirteen  days  after  meeting  with  a 
representative  of  the  State  Tax  Commission,  Reuters  was  able 
to  supply  the  necessary  information  to  the  Tax  Commission 
for  the  other  two  years  thereby  reducing  the  proposed 
assessments  from  a  total  of  $1,278,767  to  $95,195. 

The  Revenue  Which  Might  be  Involved 

A  question  which  we  are  frequently  asked,  and  which  we 
believe  will  be  of  interest  to  this  committee,  is  how  much 
revenue  might  be  generated  at  the  federal  level  by  the  use  of  a 
method  similar  to  worldwide  combined  reporting  as  compared  to 
arm's-length  accounting.   Our  experience  suggests  that  the  money 
involved  is  substantial,  and  we  offer  the  following  facts  in 
support  of  our  conclusion. 

Alcan  AluainuB  corporation 

In  the  court  case  which  is  currently  pending  in 
California,  the  stipulation  sets  forth  the  United  States 
federal  taxable  income  of  Alcancorp  for  the  years  1965 
through  1974.   (Joint  Stipulation  1  24.)   For  the  first  six 
years,  the  amounts  are  negative,  and  the  ten-year  total  is  a 
negative  income  of  $7,782,000.   In  contrast,  for  every  year 
the  income  assigned  to  California  is  a  positive  figure  and 
for  the  ten  years  it  totals  $19,396,177.   (Joint  Stipulation 
1  21,  Exhibit  XVIII.)   This  is  a  difference  of  over 
$28,000,000  is  spite  of  the  fact  that  California  represents 
only  a  portion  of  Alcan' s  total  United  States  operations. 

In  addition  to  the  state  proceedings,  the  parent 
company,  Alcan  Aluminium  Ltd.,  unsuccessfully  sought  to 
litigate  the  constitutionality  of  the  worldwide  combined 
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reporting  method  in  the  federal  courts,  Alcan  Aluminium  Ltd. 
V.  Franchise  Tax  Board.  493  U.S.  331  (1990).   The 
stipulation  of  facts  in  that  case  covered  more  years,  1965 
through  1978,  and  reflected  positive  United  States  federal 
income  of  $55,580,000  because  of  income  of  over  $61,000,000 
in  1978. 

ICI  Amarioas 

A  second  taxpayer.  Imperial  Chemical  Company  Limited, 
was  joined  in  the  federal  action  brought  by  Alcan  Aluminium. 
The  stipulation  of  facts  in  that  case  reflects  that  ICI 
Americas  had  total  federal  taxable  income  of  $105,253,386 
over  a  ten-year  period.   (Joint  Appendix,  pp.  44-45,  112.) 
Use  of  the  worldwide  combined  report  method,  and 
extrapolating  back  from  the  amount  of  income  assigned  to 
California,  would  yield  a  federal  taxable  income  base  of 
$435,399,720  for  the  same  period.   (Joint  Appendix,  pp.  47- 
50,  1  19  and  pp.  44-45,  1  12.) 

Tb«  Piekl*  CoBBitta*  Haarings 

In  June  of  1990,  the  Pickle  Subcommittee  of  the  House 
Ways  and  Means  Committee  conducted  hearings  on  the  question 
of  whether  foreign  multinationals  were  paying  their  fair 
share  of  United  States  taxes.   As  part  of  the  hearing,  a 
staff  report  was  presented  which  focused  on  36  foreign-owned 
companies  in  two  industries,  electronics  and 
automotive/motorcycle,  for  a  ten-year  period.   During  the 
course  of  the  hearing,  the  names  of  companies  which  were 
believed  to  be  included  in  the  study  came  out.   In  addition, 
the  names  of  several  banks  were  listed  as  being  involved  in 
a  similar  study.   The  study  involved  a  total  of  222  returns, 
with  payments  of  $5.0  billion  to  the  United  States,  or  an 
average  payment  of  slightly  more  than  $22.5  million  per 
return.   (It  was  not  clear,  however,  from  the  material  which 
we  reviewed  whether  the  effects  of  net  operating  losses  were 
taken  into  account  in  computing  the  total  amount  paid  and, 
therefore,  we  could  not  determine  whether  the  $5.0  billion 
represents  the  actual  final  payments.)   Nonetheless,  if  one 
uses  the  average  payment  per  return,  and  assumes  a  United 
States  corporate  income  tax  rate  of  50%,  the  average  United 
States  income  would  be  $45  million. 

The  material  submitted  at  the  Pickle  Committee 
hearings,  California's  recent  conversion  to  elective 
water 's-edge  combination,  and  our  interest  in  trying  to 
determine  what  the  actual  cost  of  that  conversion  might  be 
aroused  our  interest  in  this  material.   As  a  consequence,  we 
initiated  our  own  study  of  what  a  similar  group  of 
corporations  might  have  paid  to  California  in  the  worldwide 
combined  report  environment.   To  the  extent  possible,  we 
duplicated  the  list  of  companies  named  in  the  Pickle 
hearings  and  added  several  others  in  an  effort  to  have 
comparable  numbers.   The  results  of  that  first  study 
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suggested  that  the  federal  government  could  have  received 
30%  more  tax  under  a  worldwide  combined  report  system  than 
it  had  received  under  the  arm's-length  approach. 

We  have  recently  updated  this  study.   For  California 
purposes,  we  were  able  to  identify  a  total  of  117  returns 
covering  a  ten-year  period.   The  average  income  assigned  to 
California  on  these  returns  was  roughly  $25  million  after 
audit.   This  is  only  the  income  assigned  to  California,  not 
the  income  assigned  to  the  United  States.   To  determine  how 
much  income  would  be  assigned  to  the  United  States  under  a 
worldwide  combined  reporting  method,  it  is  necessary  to  make 
a  determination  of  what  portion  of  total  United  States 
activity  California  represents.   If  one  assumes  that 
California  represents  50%  of  the  United  States  activities 
for  these  corporations,  the  total  federal  income  should  have 
been  $50  million,  or  11%  higher.   If  one  assumes  that 
California  represents  12.5%  of  total  United  States  activity, 
roughly  the  assvimption  California  uses  in  attempting  to 
project  the  effects  of  adopting  changes  made  in  the  Internal 
Revenue  Code,  the  income  assigned  to  the  United  States  would 
be  $200  million  per  taxpayer,  or  four  times  what  was 
reported  to  the  federal  government. 

Conclusion 

In  summary,  there  are  a  number  of  lessons  which  California 
has  learned  from  this  experience.   First,  foreign-based 
businesses  know  how  to  make  their  political  presence  felt  in  the 
capitals  of  their  countries  and  in  both  Washington,  D.C.,  and 
Sacramento,  California.   Second,  foreign  multinational 
corporations  are  dogged  and  resourceful  opponents  in  both  the 
judicial  and  legislative  arenas.   Third,  foreign-based 
multinationals  can  comply  with  the  unitary  method  when  they  wish 
to  do  so.   Fourth,  the  "smoke  and  mirrors"  game  of  cost  of 
compliance  can  be  played  effectively  in  a  number  of  arenas  and  it 
is  difficult  to  counteract  such  claims  because  of  the  difficulty 
of  separating  fact  from  fiction.   Fifth,  a  substantial  amount  of 
tax  can  be  collected  from  foreign-based  businesses  under  a 
unitary  method.   Sixth,  and  finally,  the  training  which  we  have 
received  from  the  Internal  Revenue  Service  and  our  first 
experiences  with  the  arm's-length  accounting  method  strongly 
suggest  that  it  has  little  to  recommend  it  in  terms  of  either 
simplicity  or  effectiveness  in  raising  tax  revenues. 
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STATEMENT  OF  LOUIS  M.  KAUDER 

BEFORE  THE 

GOVERNMENTAL  AFFAIRS  COMMITTEE 

OF  THE 

UNITED  STATES  SENATE 

March  25,  1993 

I  am  pleased  to  have  the  opportunity  to  appear  at  this 
hearing  regarding  administration  by  the  Internal  Revenue  Service  of 
international  transfer  pricing  rules. 

A.   fii^mmaT-y 

For  many  years  I  have  practiced  tax  law  in  Washington, 
D.C.  Recently,  I  published  a  paper  in  which  I  recommended  that 
Treasury  adopt  formulary  apportionment  as  a  principal  means  of 
determining  the  U.S.  taxable  income  of  multinational  firms 
(multinationals) .^Z  Today  I  reiterate  and  explain  that  recom- 
mendation. 

Formulary  apportionment  in  most  cases  should  replace  the 
existing  "comparable  price"  methodology.  That  current  method 
requires  the  Internal  Revenue  Service  to  find  transactions  among 
luurelated  parties  that  look  like  the  transactions  among  members  of 
the  multinational  group  being  exeunined.  It  then  must  deduce  the 
"correct"  U.S.  taxable  income  of  the  multinational  from  the  prices 
used  in  the  outside  transactions.  The  process  invites  continuous, 

1/   Tax  Notes,  January  25,  1993,  pp.  485-493. 
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expensive,  and  inconclusive  argument  over  the  degree  of  comparabil- 
ity between  the  transactions  and  prices  being  compared. 

Formulary  apportionment  instead  would  look  at  all,  or 
some  relevant  part,  of  the  actual  worldwide  income  of  the  multina- 
tional group  and  on  some  quantitative  basis  apportion  part  of  that 
income  to  the  group's  U.S.  operations.  Outside  transactions 
involving  other  parties  generally  would  be  irrelevant. 

Some  Treasury  officials  and  taxpayer  representatives 
recently  have  said  that  U.S.  formulary  apportionment  of  the 
worldwide  net  income  of  multinationals  will  inevitably  result  in 
double  taxation  because  apportionment  contradicts  accepted  norms  of 
international  taxation,  and  indeed  would  violate  specific  tax 
treaty  obligations  of  the  U.S. 

I  disagree.  In  my  view  I.R.S.  use  of  formulary  appor- 
tionment in  appropriate  cases  under  section  482  of  the  Internal 
Revenue  Code  is  not  prohibited  by  any  U.S.  tax  treaty  and  is  no 
more  likely  to  generate  double  taxation  than  any  of  the  numerous 
methods  now  employed  by  the  I.R.S. ,  and  by  foreign  tax  authorities, 
to  test  the  transfer  pricing  mechanisms  of  multinationals. 

Tax  treaty  rules  on  the  subject  are  stated  in  general  and 
amorphous  terms.  In  substance  the  treaties  only  recite  that  each 
country  may  adjust  the  tax  liability  of  one  company  in  a  multina- 
tional group  whenever  the  financial  arrangements  among  group 
members  is  different  from  what  those  arrangements  would  have  been 
if  the  companies  had  been  independent.  However,  the  treaties 
assure  multinationals  that  local  affiliates  of  foreign-based 
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multinationals  will  not  be  taxed  more  onerously  than  businesses 
wholly  based  in  the  taxing  country. 

The  treaties  do  not  limit  each  country's  internal  choices 
of  methods  with  which  to  test  related  party  transactions.  Rather, 
the  treaties  simply  recognize  that  each  country's  tax  authorities 
are  empowered  by  internal  law  to  make  adjustments  eunong  related 
parties  and  that  double  taxation  could  result  in  individual  cases 
in  the  absence  of  bilateral  consistency. 

The  newer  treaties  put  in  place  procedures  under  which 
the  two  tax  authorities  are  committed  to  discussing  whether  an 
adjustment  by  one  country  that  increases  the  tax  liability  of  one 
of  two  related  parties  warrants  a  correlative  adjustment  by  the 
second  country  in  favor  of  the  other  related  party.  These 
procedural  agreements  do  not  impinge  on  the  unilateral  authority  of 
each  country  to  decide  for  itself  what  means  it  will  use  to 
identify  the  teueable  income  of  a  domestic  affiliate  of  a  multina- 
tional. 

The  United  States  has  never  agreed  in  any  treaty  to 
adhere  to  any  particular  methodology  in  determining  what  adjust- 
ments eunong  related  parties  are  appropriate  as  a  matter  of  domestic 
law.  Conversely,  no  country  has  ever  agreed  in  a  tax  treaty  with 
the  United  States  simply  to  accept  adjustments  that  are  grounded  on 
the  particular  methods  stated  in  the  I.R.S.  transfer  pricing 
regulations,  either  as  they  now  exist  or  as  the  I.R.S.  might  change 
them  in  the  future. 
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In  the  context  of  existing  treaties  and  international  tax 
policy  generally,  formulary  apportionment  emerges  as  a  timely 
evolutionary  development.  Its  formal  adoption  by  the  United  States 
or  any  other  country  would  not  constitute  a  flaunting  of  any 
established  norms  of  international  taxation. 

B.  Background 

My  original  understanding  of  transfer  pricing  issues 
developed  while  I  was  an  attorney  in  the  Office  of  International 
Tax  Counsel  at  the  Treasury  Department  in  the  period  1969  through 
1972.  I  designed  and  executed  the  first  Treasury-sponsored  study 
of  I.R.S.  administration  of  the  original  transfer  pricing  regula- 
tions, and  I  drafted  the  report  of  that  study  ultimately  published 
by  Treasury  in  January  1973. 

As  a  member  of  Treasury's  international  tax  staff  I 
participated  in  numerous  tax  treaty  negotiations,  during  which  I 
had  particular  responsibilities  regarding  the  related  party  article 
of  the  treaties  and  the  implications  of  the  original  I.R.S. 
transfer  pricing  regulations  in  relation  to  those  treaty  articles. 

Immediately  following  my  Government  service  I  prepared  a 
paper  at  the  request  of  the  United  Nations  on  the  problems  of 
international  transfer  pricing  administration  and  compliance.-^ 

Members  of  this  Committee  have  expressed  concern  that 
the  present  system  for  identifying  the  correct  U.S.  taxable  income 


2/    International  Allocations  of  Income;  Problems  of  Administration 
and  Compliance.  9  Jl.  of  International  Law  and  Economics  1  (1974)  . 
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of  affiliates  of  nultinationals  isn't  working  and  that  enormous 
amounts  of  income  earned  in  the  United  States  by  multinationals  is 
going  untaxed.  Representatives  of  the  Government,  academia,  and 
the  private  sector  recently  have  expressed  varying  views  on  the 
extent  of  the  problem  and  how  to  solve  it,  but  virtually  all  agree 
that  a  substantial  problem  exists. 

It  is  not  my  purpose  today  to  establish  that  a  problem 
exists  or  the  extent  of  it.  I  assume  that  it  exists  and  address 
what  to  do  about  it. 

C.  -The  Compairable  Price  Method  Generally  Does  Not  Work  and  Cannot 
Be  Made  to  Work. 

Current  regulations  under  section  482  invoke  the  "arm's 
length"  standard  and  establish  three  methods  for  testing  whether  a 
sale  of  property  between  related  parties  meets  that  standard.  Each 
of  the  three  methods  requires  identification  of  the  price  at  which 
unrelated  petrties  actually  completed  a  comparable  transaction 
(involving  either  the  direct  sale  of  property,  the  allowance  of  a 
resale  markup  to  a  selling  intermediary,  or  the  allowance  of  a 
cost-plus  markup  to  a  selling  manufacturer) .  Similar  rules  of 
comparability  apply  in  cases  of  payments  for  intangibles,  services, 
and  property  rentals. 

We  sometimes  lose  sight  of  the  fact  that  under  these  U.S. 
rules  an  outside  transaction  must  be  found  as  a  condition  to 
applying  any  one  of  the  three  available  methods,  and  not  just  the 
first,  and  preferred,  "comparable  uncontrolled  price"  method. 
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However,  the  I.R.S.  may  use  unspecified  "other"  methods  for  testing 
the  adequacy  of  a  multinational's  prices  if  none  of  the  three 
prescribed  methods  can  reasonably  be  applied.  Studies  over  the 
past  25  years  show  that  resort  to  a  "fourth"  method  to  resolve  a 
transfer  pricing  dispute  under  section  482  frequently  occurs 
because  of  the  absence  of  available  comparables  that  are  needed  to 
implement  any  one  of  the  prescribed  methods. 

The  absence  of  persuasive  comparables  is  the  principal 
reason  the  present  system  cannot  be  made  to  work.  Almost  univer- 
sally in  the  large  cases,  outside  comparables  cannot  be  found  in 
any  reliable  or  useful  form.  The  search  for  them  simply  inhibits 
identification  of  a  reasonable  amount  of  the  total  net  income  of  a 
multinational  that  is  properly  subject  to  income  tax  in  the  U.S. 

All  tax  systems  should  recognize  that  multinationals 
exist  and  prosper  because  their  related  elements  are  in  fact 
integrated  and  unique.  Tax  authorities  and  international  tax 
specialists  concede  the  point,  but  nonetheless  adhere  to  a  system 
that  ignores  it. 

The  multinational  transcends  governments,  which  are 
inherently  fragmented.  Within  the  world  of  multinationals  each  one 
represent  a  separate  culture.  Differences  among  them  provide 
fertile  ground  for  distinguishing  away  comparables  that  may  be 
offered  by  the  I.R.S.  to  support  proposed  adjustments  to  a 
multinational's  pricing  mechanism.  On  the  other  hand  the  multinat- 
ional's sophisticated  understanding  of  its  own  lines  of  business 
ultimately  enables  it  to  find  and  present  analogies  to  its  reported 
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pricing  methods  that  the  I.R.S.  is  unable  effectively  to  assess  or 
critique. 

For  example,  suppose  a  foreign  auto  company  sells 
transmissions  to  its  U.S.  subsidiary  which  are  assembled  into  autos 
in  the  U.S.  for  sale  here.  The  I.R.S.  may  find  similar  transmis- 
sions sold  to  unrelated  parties  by  a  U.S.  company  either  in  the 
U.S.  or  elsewhere,  and  argue  that  the  outside  transaction  estab- 
lishes the  correct  "arm's  length"  charge.  The  foreign  auto  company 
will  then  show  that  its  transmissions  are  different,  that  its  whole 
approach  to  designing  and  assembling  an  auto  is  different  from  that 
of  the  outside  seller,  and  that  with  those  factors  taken  into 
account  the  I.R.S.  analogy  must  fail.  The  same  kind  of  distin- 
guishing argviments  commonly  are  available  even  where  the  outside 
transaction  in  issue  involves  a  member  of  the  multinational  being 
examined . 

Other  kinds  of  property  and  services  are  even  more 
difficult  to  fit  into  any  of  the  comparable  price  methodologies,  as 
for  example  software  technology,  drugs,  chemicals,  movies  and  TV 
programs,  power  generation  equipment,  airplanes  and  airlines, 
communications  systems,  etc. 

These  kinds  of  argviments  have  been,  and  will  continue  to 
be,  very  difficult  for  the  Government  to  win,  irrespective  of  how 
many  qualified  experts  it  is  able  to  employ  and  irrespective  of 
whether  the  multinational  reports  a  reasonable  amount  of  U.S.  net 
income  or  none  at  all.    Given  the  imprecision  of  the  legal 
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Standard,  it  is  difficult  to  conclude  that  the  Government  is 
entitled  to  prevail  in  these  kinds  of  disputes. 

Essentially,  the  comparable  price  problem  is  one  of 
valuation,  but  unfortunately  the  method  requires  the  valuation  of 
goods- in-process,  intangibles,  and  even  services  that  are  not 
routinely  bought  and  sold  in  public  markets.  Further,  the  method 
requires  such  valuations  with  respect  to  hundreds  of  billions  of 
dollars  of  related  party  transactions  involving  U.S.  corporations 
every  year.  These  valuations  must  be  accomplished  in  the  context 
of  a  corporate  income  tax,  where  a  swing  of  5%  or  10%  of  receipts 
can  eliminate  the  potential  tax  base  entirely.  In  the  context  of 
a  customs  duty  or  an  estate  tax  such  swings  are  at  the  margins  of 
the  tax  base,  and  compromises  are  usually  attainable  with  no 
significant  jeopardy  to  the  tax  system.  However,  an  income  tax 
system  that  relies  so  heavily  on  a  valuation  methodology  is 
vulnerable  to  desiccation,  especially  where  the  taxpayers  involved 
are  knowledgeable  and  sophisticated.  The  empirical  data  suggest 
that  this  is  happening. 

The  I.R.S.  now  seeks  to  improve  transfer  pricing 
enforcement  with  temporary  regulations,  just  published,  which  offer 
additional  elaboration  of  what  constitutes  a  comparable  price  or  a 
comparable  transaction.  The  new  regulations  also  provide  details 
on  what  taxpayers  must  do  to  avoid  substantial  transfer  pricing 
penalties  enacted  into  law  several  years  ago.  In  recent  years 
Treasury  and  I.R.S.  officials  have  said  they  plan  to  commit 
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increased  I.R.S.  resources  to  transfer  pricing  issues,  and  the 
Clinton  administration  has  already  made  a  similar  commitment. 

No  doubt  the  penalties  raise  the  stakes  for  multination- 
als, and  more  I.R.S.  resources  will  Increase  taxpayer  costs  to 
defend  their  transfer  pricing  mechanisms.  But  there  is  no  good 
reason  to  believe  that  the  newly  elaborated  comparable  price  rules 
or  the  penalties  will  have  any  impact  on  the  problem  that  concerns 
this  Committee. 

The  situation  is  something  like  organizing  an  Easter  egg 
hunt  without  first  hiding  any  eggs.  No  matter  how  many  children 
are  invited  to  join  in  the  search,  and  no  matter  how  detailed  the 
instructions  are  for  finding  the  eggs,  none  will  be  found  because 
none  are  out  there. 

D.   Formulary  Apportionment  as  an  Alternative. 

Formulary  apportionment  first  identifies  an  amount  of 
worldwide  net  income  of  the  multinational  that  includes  the  U.S. 
operation  and  then  apportions  that  net  income  among  the  U.S.  and 
non-U. S.  activities  of  the  multinational  on  some  quantitative 
basis.  One  version  of  the  method  is  commonly  used  by  the  States  to 
determine  the  intrastate  net  income  of  corporations  that  operate 
nationally.  Another  version  has  partially  developed  in  bits  and 
pieces  over  the  years  to  identify  the  portion  of  a  foreign 
corporation's  income  that  is  properly  attributable  to  the  corporat- 
ion's U.S. -based  branch  or  office. 
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Apportionment  has  important  advantages  over  the  compara- 
ble price  methodology.  It  operates  only  by  reference  to  data  drawn 
entirely  from  the  multinational.  It  accepts  the  actuality  of  the 
integrated  multinational  and  does  not  force  an  analysis  based  on 
the  fiction  that  the  U.S.  affiliate  of  the  multinational  operates 
separately  from  the  group  of  which  it  is  a  part. 

Years  ago  it  was  generally  held  that  formulary  apportion- 
ment could  not  be  made  to  work  internationally  because  no  single 
tax  authority  could  uncover  and  establish  a  multinational's 
consolidated  taxable  income,  a  necessary  predicate  to  apportion- 
ment. Today,  international  standards  of  financial  reporting,  and 
in  some  cases  specific  legal  requirements,  medce  this  aspect  of 
information  gathering  much  more  feasible. 

The  I.R.S.  itself  has  adopted  regulations  under  sections 
6038A  and  6038C  of  the  Code  designed  to  require  multinationals  to 
produce  on  request  data  that  reveal  the  group's  worldwide  net 
income.  The  maintenance  of  financial  data  by. "industry  segment" 
within  a  multinational  is  also  common  practice  today.  U.S.  and 
foreign  tax  authorities  therefore  should  be  able  to  segregate  the 
part  of  a  multinational's  worldwide  income  that  encompasses 
activities  in  the  taxing  country  from  the  group's  broader,  all- 
inclusive  income,  where  the  facts  warrant  such  segregation.  In 
those  cases  an  apportionment  formula  should  apply  only  to  the 
correct  industry  segment. 

I  can  suggest  no  particular  apportionment  formula  that  I 
would  recommend  to  displace  the  flawed  comparable  price  methodolo- 
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gy.  I  would  look  closely  at  what  would  work  and  what  would  not 
work  if  the  States'  three-factor  formula  for  apportioning  income  to 
a  particular  state  were  applied  internationally.^^  California 
has  accumulated  substantial  experience  doing  this  for  purposes  of 
its  income  tax. 

I  would  also  cautiously  exeunine  the  formulae  applied  to 
determine  the  effectively  connected  U.S.  income  of  foreign 
corporations  under  sections  861-865  of  the  Code  for  analogies.  It 
also  may  be  appropriate  to  establish  separate  formulae  for  specific 
industries  or  groups  of  industries  (i.e,  large  hardware  manufactur- 
ing, food  and  beverages,  entertainment,  chemicals,  drugs,  commodi- 
ties, etc. ) . 

Formulary  apportionment  need  not  govern  every  case. 
Where  a  multinational  can  convincingly  prove  that  its  U.S. 
affiliate  functions  independently  of  the  rest  of  the  group,  and  its 
transfer  prices  are  determined  by  independent  negotiation  and 
market  forces,  apportionment  would  be  superfluous.  Apportionment 
may  also  be  inappropriate  where  fungible,  widely  traded  commodities 
are  involved. 

If  related  party  transactions  account  for  a  relatively 
minor  percentage  of  the  receipts  or  expenses  of  the  U.S.  affiliate 
of  an  multinational  (e.g.,  less  than  10%)  and  their  dollar  volume 
is  relatively  low,  apportionment  (but  not  the  general  requirements 


2/  The  three-factor  formula  in  terms  would  have  been  added  to 
section  482  by  an  amendment  proposed  by  the  Treasury  Department  and 
adopted  by  the  House  in  its  version  of  the  Revenue  Act  of  1962,  but 
the  amendment  was  dropped  from  the  final  bill. 
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of  section  482)  could  safely  be  foregone  at  the  option  of  the 
taxpayer . 

I  believe  that  Treasury  and  the  I.R.S.  are  the 
appropriate  institutions  to  establish  and  develop  particuleu: 
methods  of  formulary  apportionment  under  section  482.  Administra- 
tive authority  to  do  so  already  is  conferred  by  section  482;  no 
eunendment  to  the  law  is  required  for  this  purpose. 

E.  Tax  Treaty  Provisions  Do  Not  Preclude  Formulary  Apportionment. 

Almost  all  of  our  tax  treaties  have  a  "related  peurty" 
article.  Typically,  this  article  recites  that  each  country  may 
make  tax  adjustments  to  one  of  two  related  parties  when  commercial 
and  financial  arrangements  put  in  place  by  those  related  parties 
are  different  from  the  arrangements  that  would  have  been  made 
between  independent  enterprises.  In  such  cases  the  article  says 
that  the  income  or  deductions  of  one  of  the  related  parties  that . 
would  have  been  teJcen  into  account  but  for  those  special  and 
different  commercial  or  financial  arrangements  may  be  teiken  into 
account  in  determining  that  party's  tax  liability. 

In  substance  the  treaties  say  no  more  than  this. 
Secondary  commentary  on  these  treaty  provisions,  such  as  U.S. 
Treasury  and  Senate  committee  technical  explanations,  as  well 
periodic  commentary  of  the  Organization  for  Economic  Co-operation 
and  Development  (OECD) ,  describe  these  provisions  as  establishing 
an  "arm's  length"  standard.  However,  the  treaty  articles  provide 
no  guidance,  and  ceirtainly  no  agreement  among  the  two  countries,  as 
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to  how  the  differences  between  related  party  and  unrelated  party 
arrangements  in  any  case  are  to  be  identified,  what  kinds  of 
evidence  will  establish  such  differences,  and  what  kinds  of 
adjustments  are  appropriate  or  satisfactory  to  take  account  of  any 
such  differences  once  they  are  found.  That  is,  the  critical  tax 
enforcement  questions  are  left  to  be  determined  by  local  law  in 
each  instance. 

On  procedural  matters  many  of  the  newer  U.S.  tax  treaties 
say  more.  They  provide  that  where  one  country  makes  a  related 
party  adjustment  of  the  kind  described  in  the  treaty,  the  other 
country  shall  make  a  corresponding,  or  correlative,  adjustment  in 
the  tax  of  the  other  related  party  if  certain  conditions  are 
present.  The  second  country's  obligation  to  make  the  correlative 
adjustment  is  generally  conditioned  on  that  country  agreeing  with 
the  first  country's  determination,  and  must  be  made  only  where  the 
correlative  adjustment  is  necessary  to  avoid  double  taxation  or 
where  it  is  "appropriate."  (Discussions  between  the  taxing 
authorities  on  these  issues  are  referred  to  as  "competent  authori- 
ty" proceedings . ) 

The  related  party  articles  do  not  have  a  command  or 
prohibitory  effect,  wholly  apart  from  their  indeterminate  sub- 
stance. Under  those  articles  neither  country  is  committed  to  any 
particular  set  of  rules,  "arm's  length"  or  otherwise,  to  determine 
the  taxable  income  of  companies  that  are  organized  in  and  operate 
in  their  countries.  Each  country  remains  free,  as  if  there  were  no 
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t:reaty  at  all,  to  adopt  whatever  rules  it  chooses  for  resolving 
transfer  pricing  issues  involving  related  parties. 

This  residual  freedom  with  respect  to  transfer  pricing 
methods  should  be  distinguished  from  the  specific  treaty  limitation 
on  one  country's  direct  taxation  of  a  corporation  that  is  based  in 
the  other  country.  Under  the  treaties  the  U.S.  agrees  not  to  tax 
the  business  profits  of  a  corporation  organized  in  the  other 
country  except  as  to  profits  attributable  to  an  office  or  agency 
(referred  to  as  a  "permanent  establishment")  of  the  foreign 
corporation  located  in  the  U.S.  The  related  party  articles  of  the 
treaties  do  not  have  a  prohibitory  effect  equivalent  to  the 
business  prof its /permanent  establishment  provisions.  It  is  vrrong 
to  suggest  that  they  do. 

Each  treaty  country  hopes,  however,  to  avoid  double 
taxation.  That  is  a  principal  reason  for  having  tax  treaties  in 
the  first  place.  But  on  the  transfer  pricing  issue,  international 
negotiations  have  not  developed  to  a  point  where  countries  are 
willing  to  enter  into  bilateral  agreements  as  to  the  specific 
content  of  transfer  pricing  rules  which  will  bind  both  countries  to 
specific  methodologies  in  individual  cases.  The  hortatory  "arm's 
length"  standard  is  no  such  rule,  even  if  that  standard  can  be 
extracted  from  the  oblique  and  elliptical  language  of  the  related 
party  articles. 

The  situation  today  is  that  no  foreign  country  is  bound 
to  accept  any  particuleu:  I.R.S.  adjustment,  including  one  that  is 
made  precisely  in  accordance  with  the  preferred  comparable 


116 


-  15  - 

uncontrolled  price  method  in  the  current  regulations.  Rather,  each 
treaty  country  agrees  simply  to  endeavor  to  reach  agreement  on 
correlative  adjustments  whenever  disagreement  initially  arises. 
Where  those  endeavors  may  lead  in  any  individual  case  just  depends 
on  the  case. 

Many  surveys  show  that  in  individual  cases  under  section 
482  disputes  are  often  resolved  administratively  by  formula 
division  of  combined  profits.  It  is  reported  that  one  very  recent 
transfer  pricing  agreement  under  section  482  between  a  multina- 
tional and  the  I.R.S.  is  based  on  an  apportionment  formula. 
Against  this  background  I  do  not  understand,  and  thus  do  not  share, 
the  apprehension  that  if  formula  apportionment  of  combined  net 
income  of  an  multinational  is  directly  written  into  the  regulations 
under  section  482,  the  resulting  allocations  are  more  likely  to  be 
denied  correlative  adjustment  in  foreign  countries  than  are 
adjustments  based  on  comparable  prices  under  the  existing  I.R.S. 
regulations. 

The  matter  can  be  put  another  way.  Does  the  I.R.S. 
categorically  reject,  in  competent  authority  proceedings,  any 
correlative  adjustment  sought  by  a  U.S.  related  party  based  on  a 
foreign  country's  use  of  a  formula  to  justify  an  initial  adjustment 
in  that  country?  If  so,  the  I.R.S.  has  never  said  so.  Nor  has  any 
foreign  country,  or  the  OECD,  so  far  as  I  am  aware,  ever  said  that 
categorical  rejection  of  adjustments  based  on  formulary  apportion- 
ment is  the  correct  stance  under  these  treaty  provisions. 
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The  comparable  price  methodology  seeks  to  approximate  an 
"arm's  length"  result.  So  does  formula  apportionment,  but  the 
latter  has  the  distinct  advantage  of  providing  a  reasonable 
quantitative  answer  directly  from  the  records  of  the  taxpayer's 
group  and  does  not  require  either  the  taxpayer  or  the  I.R.S.  to 
roeun  the  countryside  in  an  effort  to  find  transactions  that  look 
like  the  transactions  being  tested. 

In  short,  the  treaties  plainly  do  not  prohibit  formulary 
apportionment.  The  only  treaty  question  is  whether  a  correlative 
adjustment  claimed  by  the  other  related  party  will  be  allowed  by 
the  foreign  country  in  question  if  the  initial  adjustment  is  based 
on  a  formula.  The  answer  to  that  question  is  the  same  as  it  is 
today  when  the  I.R.S.  makes  an  adjustment  under  the  current  rules. 
We  always  hope  the  foreign  country  will  make  the  correlative 
adjustment  in  appropriate  cases,  and  we  expect  the  foreign  country 
to  be  reasonable. 

F.   An  Assessment  of  the  Twin  Specters  of  Double  Taxation  and 
Foreign  Retaliation. 

An  increase  in  the  U.S.  tax  of  a  multinational  based  on 

an  adjustment  under  section  482  does  not  automatically  imply  double 

taxation.  The  original  impetus  for  increased  enforcement  activity 

under  section  482  in  the  1960s  was  the  apprehension  that  U.S. -based 

multinationals  were  shifting  taxable  income  to  tax  haven  countries 

through  manipulative  pricing  arrangements.  Typically  those  havens 

were  foreign  countries  somewhat  out  of  the  mainstreeun  of  interna- 
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tional  industrial  or  commercial  activity  (e.g.,  Switzerland,  Luxem- 
bourg, Panama,  Cayman  Islands).    In  those  kinds  of  cases  the 
increased  U.S.  tax  was  expected  to  fill  a  vacuum  of  little  or  no 
tax  on  the  other  side,  and  of  course  double  taxation  in  those 
circumstances  would  not  be  an  issue.   To  the  extent  those  cases 
persist,  little  or  no  double  taxation  will  arise  today  no  matter 
what  methodology  is  used  to  make  the  allocation  under  section  482. 
Even  where  the  U.S.  makes  a  transfer  pricing  allocation 
involving  a  U.S.  affiliate  of  a  multinational  based  in  a  treaty 
country,  double  taxation  subject  to  possible  resolution  under  the 
treaty  does  not  occur  unless  the  increment  of  income  in  question 
actually  was  reported  and  taxed  in  the  other  treaty  country.   This 
does  not  inevitably  occur.   Differences  in  the  tax  laws  of  the  two 
countries  can  result  in  transactions  being  reported  differently  in 
those  countries  by  the  related  parties.   Tax  holidays  or  conces- 
sions of  one  sort  or  another  may  also  eliminate  the  potential  for 
double  taxation,  while  simultaneously  providing  an  incentive  for 
aggressive  pricing  by  a  multinational.   Again,  double  taxation  is 
not  an  issue  and  the  related  party  articles  of  any  applicable 
treaty  cannot  be  invoked. 

Recent  data  reported  by  the  I.R.S.  show  that  the  amount 
of  section  482  determinations  that  become  the  subject  of  competent 
authority  treaty  negotiations  today  is  small  in  relation  to  the 
total  of  such  adjustments  made  by  the  I.R.S.  It  is  difficult  to 
draw  definitive  conclusions  from  this  circumstance.  One  implica- 
tion is  that  I.R.S.  adjustments  under  section  482  often  arise  in 
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circumstances  where  increased  U.S.  tax  does  not  imply  a  lesser  tax 
someplace  else,  or  where  treaty  protection  for  one  reason  or 
another  is  not  available.  It  is  also  possible  that  correlative 
adjustments  under  the  treaties  to  avoid  double  taxation  are 
commonly  obtained  today  without  the  intercession  of  the  U.S. 
competent  authority.  In  the  former,  and  more  likely,  instance, 
greater  use  of  formulary  apportionment  would  not  lead  to  an 
increased  incidence  of  double  taxation. 

The  potential  for  double  taxation  or  retaliatory  action 
by  foreign  countries  against  U.S. -based  companies  must  be  assessed 
in  light  of  the  data  collected  during  House  hearings  in  1990  and 
1992.  In  important  comparative  categories,  the  ratio  of  tax  paid 
to  receipts  for  U.S. -based  multinationals  was  dramatically  higher 
than  it  was  for  foreign-based  multinationals.  For  example,  in  the 
period  1983-1987  U.S.  affiliates  of  foreign-based  finance  and 
insurance  firms  reported  a  cumulative  net  deficit  in  the  U.S.  equal 
to  0.3%  of  total  receipts,  while  U.S. -controlled  financial  and 
insurance  companies  reported  cumulative  net  income  equal  to  5.7%  of 
total  receipts.  In  manufacturing  foreign-controlled  U.S.  companies 
showed  net  income  equal  to  1.7%  of  total  receipts  compared  to  4.3% 
for  U.S. -controlled  firms. 

By  ciirious  coincidence,  in  1988  foreign  affiliates  of 
U.S. -based  multinationals  reported  foreign  receipts  in  an  aunount 
almost  identical  to  the  total  amount  of  U.S.  receipts  reported  by 
U.S.  affiliates  of  foreign-based  multinationals.  In  each  case  the 
amount  was  about  $825  billion.  However,  the  U.S.  controlled  firms 


120 


-  19  - 

paid  f oreicm  tax  of  about  $23.9  billion  on  that  amount  of  receipts, 
while  the  foreign-controlled  U.S.  affiliates  paid  U.S.  tax  of  about 
$5.8  billion  on  the  seune  amount  of  receipts.  This  strongly 
suggests  that  for  U.S.  firms  operating  abroad  the  ratio  of  foreign 
taxes  paid  to  foreign  gross  receipts  is  about  the  same  as  the  ratio 
of  their  U.S.  taxes  paid  to  their  U.S.  gross  receipts.  That  is, 
both  in  the  U.S.  and  outside  the  U.S.,  U.S.  firms  apparently  pay 
income  taxes  at  a  rate  (in  relation  to  gross  receipts)  three  or 
foxir  times  greater  than  the  rate  paid  to  the  U.S.  by  foreign- 
controlled  multinationals  on  their  gross  receipts  here. 

What  sort  of  double  taxation  or  retaliatory  bite  into 
U.S.  tax  revenues  will  occur  if  formulary  apportionment  functioned 
to  increase  the  U.S.  side  of  that  equation?  Given  the  dreunatic 
differences  in  rates  of  tax  paid  by  foreign  multinationals  in  the 
U.S.  compared  to  rate  paid  by  U.S.  firms  both  here  and  abroad,  it 
seems  unlikely  that  foreign  countries  would  categorically  deny 
correlative  adjustments  in  formula-based  cases  simply  to  preserve 
those  differences.  So  long  as  formulary  apportionment  is  accom- 
plished by  means  that  refute  any  "grab"  by  the  U.S.  for  income  that 
plainly  should  be  taxed  elsewhere,  the  circumstances  in  which 
correlative  adjustments  will  be  allowed  by  foreign  countries  should 
be  the  same  as  they  are  today,  and  double  taxation  will  be  avoided 
roughly  to  the  same  degree  as  it  is  today. 

Any  foreign  country  retaliation  in  response  to  U.S. 
formulary  apportionment  that  is  aimed  at  U.S. -based  firms  would 
seek  to  increase  the  rates  of  tax  already  being  paid  by  U.S. -based 
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flnas  in  those  coun'tries,  which  in  turn  would  aggravate  the 
apparent  differences  between  those  rates  and  the  much  lower  rates 
paid  by  foreign  firms  here.  The  discomfort  of  some  foreign 
multinationals  (joined  by  some  U.S. -based  multinationals)  at  the 
prospect  of  formulary  apportionment  may  well  induce  foreign  tauc 
officials  to  threaten  some  form  of  retaliation.  In  that  event  the 
U.S.  should  respond  by  demonstrating  - 

(i)  the  practical  reasons  for  using  formulary  apportion- 
ment, 

(ii)  the  reasonableness  of  the  particular  apportionment 
methods  put  in  place, 

(ii)  the  availability  of  other  methods  in  appropriate 
cases ,  and 

(iv)  that  comparable  price  methods  and  formulary  apportion- 
ment methods  both  merely  achieve  approximations  of  what  hypotheti- 
cal independent  parties  would  have  earned  in  similar  circumstances. 
In  short,  reasonably  designed  formulary  apportionment 
would  not  violate  our  tax  treaties,  but  retaliation  against  U.S.- 
based  firms  by  foreign  tax  authorities  in  that  event  would  be 
discriminatory  and  therefore  would  violate  the  treaties.  The 
Committee  has  no  reason  to  anticipate  either  violations  of  the 
treaties  by  foreign  countries  or  renunciation  of  them,  should  the 
U.S.  move  to  formulary  apportionment. 
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G.   Conclusion 

I  think  it  inevitable  that  the  international  tax  system 
will  move  to  formulary  apportionment  much  as  the  U.S.  interstate 
system  already  has.  I  believe  that  change  ultimately  will  be 
grounded  in  multinational  agreements  and  in  the  specifics  of 
apportionment  mechanisms  incorporated  into  international  accoiinting 
standards . 

I  believe  that  the  United  States  can  and  should  take  the 
lead  in  bringing  about  these  international  accords  and  understand- 
ings. Unilateral  action  to  that  end  under  section  482  is  the 
first,  but  not  the  last,  step.  The  U.S.  should  not  await  the 
development  of  relevant  international  agreements.  It  would  be 
justified  in  precipitating  them  for  the  reasons  outlined  in  my 
statement . 

Again,  I  appreciate  the  attention  and  courtesies  extended 
to  me  by  the  Committee  and  its  staff. 


Louis  M.  Kauder 

Suite  900 

601  Pennsylvania  Ave.  NW 

Washington,  D.C.  20004 

(202)  434-8230 
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Statement  of  Robert  S.  Mclntyre, 

Director,  Citizens  for  Tax  Justice, 

&  Michael  J.  Mclntyre,  Professor  of  Law, 

Wayne  State  University  Law  School 

Before  the  Senate  Committee  on  Government  Affairs 

On  the  breakdown  of  IRS  tax  enforcement  regarding 

multinational  corporations:  revenue  losses,  excessive  litigation, 

and  unfair  burdens  for  U.S.  producers 

March  25,  1993 

Multinational  corporations,  whether  American-  or  foreign-owned,  are 
supposed  to  pay  U.S.  income  taxes  on  the  profits  they  earn  in  the  United 
States.  But  our  tax  laws  often  fail  miserably  to  achieve  this  goal.  As  a  result,  our 
corporate  tax  base  has  been  undermined,  multinational  businesses  gain  an  ad- 
vantage over  their  purely  domestic  competitors  and  the  U.S.  tax  system  subsi- 
dizes the  foreign  operations  of  multinational  firms,  sometimes  at  the  expense 
of  American  jobs. 

Our  present  system  for  measuring  the  U.S.  income  of  multinational  busi- 
ness is  fundamentally  flawed,  both  in  theory  and  in  practice.  We  need  to  over- 
haul our  rules  governing  international  allocation  of  profits,  to  protect  our  tax 
base  and  our  workers.  Specifically,  we  should  abandon  the  complex  and  un- 
workable so-called  "arm's  length'  method  of  allocating  profits  among  countries 
(which  hopelessly  asks  the  IRS  to  scrutinize  hundreds  of  millions  of  intra-com- 
pany  pricing  transactions)  in  favor  of  a  formula  approach  similar  to  that  used 
by  American  states  (and  by  Canadian  provinces)  to  allocate  the  taxable  profits 
of  multistate  corporations.  The  pending  North  American  Free  Trade  Agree- 
ment offers  us  a  chance  to  begin  the  long  overdue  move  to  such  a  system. 

The  Defects  of  the  Current  "Arm's  Length"  System 

Currently,  the  IRS  attempts  to  measure  how  much  profit  a  multinational 
corporation  makes  in  the  United  States  using  what  is  variously  called  the  "arm's 
let^jth"  or  "transfer  pricing"  or  "separate  accounting"  system.  It  was  established 
in  the  1960s,  when  trade  accounted  for  only  about  l/20th  of  our  gross  domestic 
produa.  After  a  long  debate,  our  Treasury  Department  settled  on  the  arm's 
length  approach  (as  opposed  to  a  formula  system),  and  then  sold  it  to  our  trad- 
ing partners.'  Essentially,  the  present  system  requires  multinational  companies 
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'The  regulations  under  section  482  were  issued  in  1968  in  response  to  an  invitation  by  the 
Conference  Committee  Report  on  the  Revenue  Art  of  1962  to  "explore  the  possibility  of 

(continued  . . . ) 
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to  assign  "transfer  prices"  to  each  real  or  notional  transaction  between  their  domestic  and 
foreign  affiliates.  In  theory,  these  transfer  prices  are  to  be  set  as  if  the  transactions  had 
occurred  between  unrelated  parties  on  an  "arm's  length"  basis. 

Not  surprisingly,  in  computing  their  U.S.  income,  multinational  companies  try  to 
maximize  their  U.S.  deduaions  and  minimize  their  U.S.  gross  receipts.  The  standard 
mode  of  tax  avoidance  entails  setting  transfer  prices  that  undercharge  or  overpay  a  com- 
pany's foreign  affiliates  when  goods  and  services  are  exchanged  or  shared.  It  should  be 
obvious  that  the  opportunities  for  abuse  of  this  system,  under  which  the  IRS  is  called 
upon  to  scrutinize  hundreds  of  millions  of  transfer  prices,  are  almost  endless.  In  a  recent 
study  mandated  by  Congress,  the  IRS  reported  that  "a  significant  section  482  issue  may 
take  eight  or  more  years  to  resolve."^ 

Today,  as  exports  and  imports  of  goods  and  services  have  each  grown  to  more  than 
a  tenth  of  our  GDP,  the  fundamental  flaws  of  the  arm's  length  system  have  been  magni- 
fied. The  U.S.  experience  with  the  arm's  length  standard  over  the  past  25  years  shows  that 
it  is  not  well-suited  to  resolving  competing  national  claims  to  tax  revenues  from  multina- 
tional corporations.  Indeed,  the  complexity  and  incoherence  of  the  current  system  en- 
courages multinational  firms  to  file  U.S.  tax  returns  that  can  be  best  compared  to  "low- 
ball  opening  bids"  in  a  tax-avoidance  game  in  which  the  companies  hold  most  of  the  cards. 


U.S.  Exports  &  Imports  of  Goods  &  Services  As  Shares  of  GDP 
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( .  . .  continued) 
developing  and  promulgating  regulations  under  [the  authority  of  section  482]  which  would provute  addi- 
tional guidelines  and  formulas  for  the  allocation  of  income  and  deductions  in  cases  involving  foreign  in- 
come." H.R.  Rep.  No.  2508,  87th  Cong.  2d  Sess.  18-19  (1962)  (our  emphasis). 

^"IRS  Report  on  AppUcation  and  Administration  of  Seaion  482,"  presented  to  the  House  Ways  and 
Means  Oversight  Subcommittee,  Apr.  9,  1992. 
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Once  a  nmltinational  company  makes  its  opening  tax  bid,  the  IRS  must  attempt  to 
determine— through  adversarial  proceedings— what  are  the  flaws  in  the  multitude  of  trans- 
fer prices  the  company  has  assigned  to  its  international  deahngs.  The  IRS  must  first  try 
to  recalctilate  the  income  of  each  corporate  entity  in  a  chain  of  related  foreign  and  domes- 
tic companies  under  the  arm's  length  standard.  It  then  must  apportion  the  income  so 
determined  between  U.S.  and  foreign  sources  under  the  source  rules  of  the  Code. 
Through  this  case  by  case  process,  the  United  States  estabUshes  its  claims  to  tax  revenue 
from  transnational  income.  Those  claims  may  and  often  do  conflict  with  the  claims  of 
other  countries.  Some  procedures  are  available  under  U.S.  tax  treaties  to  reconcile  the 
competing  claims,  but  those  procedures  are  cumbersome  and  can  only  be  used  for  a  tiny 
fraction  of  transfer  pricing  disputes. 

The  practical  failure  of  the  arm's  length  standard  is  by  now  beyond  dispute.  For 
example,  most  foreign-based  multinationals  report  little  or  no  American  taxable  income 
on  their  U.S.  tax  returns,  despite  conducting  extensive  sales  and  manufacturing  aaivities 
in  the  United  States.  These  companies  are  able  to  report  such  low  profit  figures  by  manip- 
ulating their  transfer  prices.  Likewise,  U.S.-based  multinationals  frequently  employ  cre- 
ative transfer  pricing  strategies  to  avoid  the  bite  of  the  foreign  credit  limitation  rules  and 
to  shift  income  to  low-tax  countries.  The  IRS  can  monitor  only  a  very  small  fraction  of 
the  hundreds  of  millions  of  transaaions  governed  by  the  arm's  length  standard.  Even  this 
limited  scrutiny  is  enough,  however,  to  generate  tax  deficiencies  in  the  billions  of  dollars. 
By  the  end  of  this  decade,  the  Tax  Court's  backlog  of  section  482  cases  may  well  exceed 
$100  billion  in  disputed  taxes.' 

When  Treasury  adopted  the  arm's  length  approach  in  the  sixties,  its  architeas  recog- 
nized its  complexity,  but  thought  it  would  be  more  "accurate"  than  the  simpler  formula 
approach  that  was  also  considered.  But  the  truth  is  that  the  arm's  length  system  is  widely 
recognized  to  be  theoretically,  as  well  as  practically  unsound. 

"Separate  accoimting,"  wrote  Professor  Jerome  Hellerstein  in  1983,  "operates  in  a 
universe  of  pretense;  as  in  Alice  in  Wonderland,  it  turns  reahty  into  fancy,  and  then  pre- 
tends it's  in  the  real  world.  For  the  essence  of  the  separate  accounting  technique  of  divid- 
ing the  income  of  a  unitary  business  is  to  ignore  the  interdependence  of  the  operations 
.  .  . ,  and  treat  them,  instead,  as  if  they  were  separate,  independent  and  non-integrated."^ 
Similarly,  former  assistant  Treasury  secretary  Charles  E.  McLure,  Jr.  has  written  that 
"separate  accoimting  cannot  satisfactorily  divide  income  of  a  unitary  business."^ 


'In  April  of  1992,  then  Chief  Tax  Court  Judge  Arthur  L.  Nims  III  suted  that  his  court  had  a  backlog 
of  section  482  cases  with  an  amount  in  controversy  of  $32  billion  and  that  the  amount  had  doubled  in  two 
or  three  years.  These  figures  are  the  tip  of  an  iceberg;  according  to  the  IRS,  about  90  percent  of  contested 
section  482  adjustments  are  settled  at  the  Appeals  level  without  going  to  court. 

^Hellerstein,  "The  Basic  Operations  Interdependence  Requirement  of  a  Unitary  Business:  A  Reply  to 
Charles  E.  McLure,  Jr.,'  Tax  Notes,  Feb.  28,  1983,  at  726. 

'McLure,  "The  Basic  Operational  Interdependence  Test  of  a  Unitary  Business:  A  Rejoinder,"  Tax 
Notes,  Oa.  10,  1983,  at  99.  The  theoretical  weaknesses  in  the  arm's  length  approach  are  explained  in 
Michael  J.  Mclntyre,  THE  INTERNATIONAL  INCOME  TAX  RULES  OF  THE  UNITED  STATES  (1989,  1992), 
chapter  5/D.  For  additional  references  to  the  Uterature,  see  the  bibliography  at  the  end  of  that  treatise. 
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Corporate  executives  have  been  equally  critical  of  the  arm's  length  system.  A  1981 
GAO  report,  for  example,  cites  a  1980  business  survey,  which  found  that: 

"Although  [multinationals  are]  composed  of  numerous  legally  separate  entities, 
[a  majority  of  the  executives  of  such  firms  offering  an  opinion]  reveal  thai  their 
companies  make  most  intercompany  pricing  decisions  as  though  the  organi- 
zation is  one  economic  unit.  This  basic  difference  in  philosophy  between  the 
IRS  and  multinational  corporations  is  central  to  [transfer-pricing  disputes]."* 

The  GAO  report  goes  on  to  relate  that  corporate  officials  have  called  outcomes  under 
the  arm's  length  system  "arbitrary"  and  have  complained  that  "the  analytical  approach 
to  determining  arm's  length  prices  often  leads  to  unreasonable  results."^  A  chorus  of  oth- 
er experts  echoes  these  conclusions.^ 

To  be  sure,  the  temporary  and  proposed  regulations  issued  under  Code  seaion  482 
at  the  close  of  the  Bush  administration  will  make  it  easier  for  IRS  auditors  to  identify 
major  transfer-pricing  abuses.  Those  regulations  will  also  close  some  of  the  loopholes 
opened  in  the  old  regulations  by  the  courts.  They  will  not  do  very  much,  however,  to 
solve  the  fundamental  problems  with  the  arm's  length  standard.  Transfer  pricing  disputes 
will  not  diminish  in  frequency  or  in  importance.  They  will  be  settled,  in  the  appeals  pro- 
cess or  in  the  courts,  on  obscure  or  arbitrary  grounds  that  will  provide  little  or  no  guid- 
ance for  avoiding  or  settling  future  disputes.  Some  companies  will  continue  to  avoid  pay- 
ing any  significant  taxes  to  any  government  by  taking  inconsistent  tax  positions  with  the 
U.S.  and  foreign  tax  authorities.  Other  companies  may  be  subjea  to  double  taxation  be- 
cause of  inconsistent  positions  taken  by  U.S.  and  foreign  tax  authorities. 

The  Better  Alternative:  Formulary  Apportionment 

If  the  arm's  length,  separate  accounting  system  is  a  failure,  what  then  is  the  alterna- 
tive.' The  best  way  for  governments  to  resolve  their  claims  to  tax  revenues  from  the  in- 


^Burns,  "How  IRS  applies  the  intercompany  pricing  rules  of  Section  482:  A  corporate  survey,"  52  J. 
Tax.  308, 3 14  (May  1980),  paraphrased  in  Comptroller  General,  IRS  Could  Better  Protect  U.S.  Tax  Interests 
in  Determining  the  Income  of  Multinational  Companies,  Report  to  the  Chairman,  House  Committee  on  Ways 
and  Means  {V)%\),3X.A5. 

''GAO  report  cited  in  note  6,  at  44.  In  its  most  recent  report  on  transfer-pricing  issues,  the  GAO 
praised  the  IRS  for  its  recent  efforts  to  improve  administration  of  the  arm's  length  standard  but  predicted 
that  "problems  with  arm's  length  pricing  can  be  expected  to  continue."  General  Accounting  Office,  Inter- 
national Taxation:  Problems  Persist  in  Determining  Tax  Effects  of  Intercompany  Prices  (1992),  at  56.  That 
report  discussed  formulary  apportionment  as  a  promising  option  to  the  arm's  length  method;  it  conclud- 
ed, however,  that  international  agreement  on  formulas  could  not  be  achieved  in  the  near  term. 

'See,  e.g.  Stanley  Langbein,  "The  Unitary  Method  and  the  Myth  of  Arm's  Length,"  Tax  Notes,  Feb.  17, 
1986,  pp.  625-681;  Richard  Bird  &  Donald  Brean,  "The  Interjurisdiaional  Allocation  of  Income  and  the 
Unitary  Taxation  Debate,"  34  CANADIAN  TAX  J.  1377  (1986).  Dale  W.  Wickham  &  Charles  J.  Kerester, 
"New  Directions  Needed  for  Solution  of  the  Transfer-Pricing  Tax  Puzzle,"  5  Tax  Notes  International  399- 
425  (Aug.  24,  1992).  The  Multistate  Tax  Commission  has  recently  circulated  a  draft  report  that  recom- 
mends that  the  United  States  move  toward  an  international  formulary  apportionment  system.  See  Multi- 
state  Tax  Commission,  "Asking  Global  Corporations  to  Pay  their  Fair  Share  of  U.S.  Taxes— The  Formula 
Apportionment  Income  Reporting— FAIR— Option"  (Draft  dated  Dec.  16,  1992). 
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come  of  multinational  enterprises  is  through  a  mechanism  that  allocates  the  worldwide 
income  of  unified  business  enterprises  by  formula  among  the  countries  in  which  those 
enterprises  operate.  In  a  well-designed  formulary  apportionment  system,  companies 
would  not  go  into  battle  with  the  tax  collectors  of  each  country.  They  would  pay  only 
to  the  government  entitled  to  the  tax  revenue  under  an  internationally  accepted  formula. 

In  essence,  a  formula  or  "unitary"  approach  would  attribute  a  multinational  corpora- 
tion's current  worldwide  income  among  taxing  jurisdiaions  based  on  some  objective 
measures  of  its  economic  links  with  those  jurisdictions.  For  example,  net  income  might 
be  apportioned  among  taxing  jurisdictions  according  to  a  weighted  percentage  of  sales, 
payroll,  and  property  within  those  jurisdictions.  This  is  the  system  used  by  most  Ameri- 
can states  and  by  the  Canadian  provinces. 

Such  a  formula  system  would  eliminate  much  of  the  complexity  of  the  present  arm's 
length  approach.  It  would  also  implicitly  end  what  remains  of  tax  "deferral"  on  interna- 
tional profits,  since  total  current  worldwide  income  would  be  included  in  the  base  for 
applying  the  formula.  This  would  not  only  provide  additional  simplification,  but  would 
also  address  the  "runaway  plant"  issue  that  Rep.  David  Obey  and  then-Rep.  Byron  Dor- 
gan  tried  to  deal  with  when  they  introduced  H.R.  2889  in  1991. 

Of  course,  the  formula  method  will  not  yield  perfett  results  in  all  instances.  Nor  will 
it  solve  all  administrative  and  implementation  problems.'  But  the  formula  method  will 
produce  consistent,  fair  outcomes— a  far  cry  from  the  current  arm's  length  system.  As  one 
commentator  noted: 

"Perhaps  the  underlying  reason  for  its  superiority  is  that  the  formula  approach 
makes  no  claims  to  achieve  a  perfect  result.  It  recognizes,  rather,  that  a  perfect 
allocation  is  impossible.  The  unitary  system  seeks  a  reasonable  division  of 
income  by  formula.  The  arm's-length  standard  strives  for  reasonable  accuracy, 
but  it  fails  to  achieve  it  and  its  theoretical  basis  is  unsound." '° 


'Some  of  the  problems  that  may  arise  in  the  design  of  a  formulary  apportionment  system  are  outlined 
and  some  solutions  to  those  problems  are  suggested  in  Michael  J.  Mclntyre,  "Design  of  a  National  Formu- 
lary Apportionment  Tax  System,"  1991  NTA-TIA  Proceeding,  84th  Annual  Conference  118-124.  That 
article  also  explains  the  many  potential  advantages  of  switching  to  a  formulary  apportionment  system. 

'°Harley,  "International  Division  of  the  Income  Tax  Base  of  Multinational  Enterprise:  An  Overview," 
Tax  Notes,  Dec.  28,  1981,  at  1567.  Similarly,  Peggy  Musgrave  has  pointed  out:  "Proponents  .  .  .  [have] 
suggested  that  the  arm's-length-separate-accounting  method  is  inherently  closer  to  establishing  the  true 
source  of  profits  and  therefore  is  less  arbitrary  than  the  unitary  approach.  Such  is  far  from  the  case.  .  .  . 
The  use  of  the  unitary  method  as  implemented  by  a  faaor  formula  is  not  perfeCT,  but  it  places  less  of  a 
burden  on  administrative  resources  .  .  .  ,  there  is  less  danger  of  base  slippage  and  discretionary  profit  shift- 
ing ..  .  and  there  are  fewer  items  which  have  to  be  audited  and  checked."  P.  Musgrave,  "The  U.K  Treaty 
Debate:  Some  Lessons  for  the  Future,"  Tax  Notes,  July  10,  1978,  at  27,  28. 

See  also  Comment,  "Multinational  Corporations  and  Income  Allocation  Under  Section  482  of  the 
Internal  Revenue  Code,"  89  Harv.  L.  Rev.  1202, 1228  (1976):  "The  unitary  entity  theory  has  certain  clear 
advantages.  Principal  among  these  is  its  theoretical  superiority  as  a  means  for  ascertaining  the  true  income 
of  various  MNC  [multinational  corporation]  components." 

See  also  Wickham  &  Kerester,  cited  in  note  8  at  406:  "The  current  Treasury  regulation  [under  seaion 
482]  focuses  attention  on  the  wrong  question;  It  asks,  'What  price  is  right  for  intercompany  transfers?* 

(continued  .  .  . ) 
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Although  a  formulary  system  is  superior  to  an  arm's  length  system  both  in  theory 
and  administration,  it  will  not  be  easy  to  put  into  place  through  the  unilateral  actions  of 
a  single  government.  Most  of  the  major  countries  of  the  world  must  agree  to  become  part 
of  the  solution."  Reaching  consensus  on  formulas  among  the  states  of  the  United  States 
has  been  a  protracted  process  that  is  not  yet  completed.  But  while  reaching  agreement 
among  the  nations  of  the  world  will  not  come  easily  or  quickly,  it  will  not  come  at  all 
unless  the  United  States  takes  a  leadership  role  in  promoting  formulary  apportionment. 

A  First  Step:  Formulary  Apportionment  as  Part  of  NAFTA 

As  an  important  first  step  toward  worldwide  adoption  of  formulary  apportionment, 
we  suggest  that  the  United  States  work  with  the  governments  of  Canada  and  Mexico  to 
establish  a  formulary  apportionment  system  for  the  North  American  Free  Trade  Zone. 
Business  enterprises  operating  within  NAFTA  countries  would  file  consolidated  returns 
showing  the  total  income  from  those  three  countries.  That  income  would  be  allocated 
among  the  three  member  states  by  formula.  We  suggest,  at  least  tentatively,  that  the  for- 
mula apportion  about  half  of  the  income  from  the  manufacture  and  sale  of  goods  to  the 
country  of  manufacture  and  the  other  half  to  the  country  of  sale.'^  Alternative  formulas 
might  be  used  for  allocating  income  from  natural  resources  and  income  from  services. 

To  promote  formulary  apportionment  under  NAFTA,  Congress  should  encourage 
the  Treasury  Department  to  renegotiate  the  U.S.  tax  treaties  with  Canada  and  Mexico  to 
allow  the  use  of  formulas  within  NAFTA.  The  new  treaties  should  also  establish  a  united 
set  of  withholding  rates,  so  that  remittances  from  NAFTA  to  the  rest  of  the  world  would 
bear  the  same  tax  without  reference  to  the  country  from  which  the  remittance  was  made. 
This  uniformity  would  hugely  simplify  business  operations  in  NAFTA  and  would  sub- 
stantially reduce  opportunities  for  tax  avoidance  and  evasion.  It  also  would  help  generate 
the  understanding  and  good  will  that  are  essential  for  the  long-term  success  of  the 
NAFTA  experiment.'^ 


( .  .  .  continual) 

The  right  question  is  'What  portion  of  the  combined  profits  or  loss  derived  by  all  participating  units  of 
an  enterprise  from  an  international  transaction  should  be  geographically  sourced  to  each  of  the  countries 
claiming  jurisdiction  to  tax  part  of  that  income.'  " 

"Contrary  to  the  position  sometimes  taken  by  the  Treasury  Department,  agreement  on  a  formula 
among  all  countries  is  not  needed.  Once  a  critical  mass  is  reached,  the  members  of  the  formula  consortium 
could  simply  omit  from  their  formula  the  sales,  payroll  and  property  of  nonmember  states.  For  discussion 
of  this  so-called  "throwoui"  rule,  see  Mclnryre,  cited  in  note  9,  at  121. 

'^The  formula  used  by  most  of  the  states  of  the  United  States  apportions  about  one-third  of  the  income 
to  the  country  of  sale  and  the  remaining  two-thirds  to  the  state  of  production.  The  fifty-fifty  split  suggest- 
ed here  in  the  text  could  be  achieved  under  the  typical  state  formula  by  giving  double  weight  to  sales.  We 
beUeve  that  a  fifty-fifty  split  between  the  country  of  produaion  and  the  coimtry  of  sale  (determined  under 
a  destination  test)  would  have  political  appeal  in  the  NAFTA  countries.  See  Mclntyre,  cited  in  note  9.  See 
also  Reuven  S.  Avi-Yonah,  "Slicing  the  Shadow:  A  Proposal  for  Updating  U.S.  International  Taxation," 
Tax  Notes,  Mar.  15,  1993,  pp.  1511-15. 

"The  draft  treaty  with  Mexico  negotiated  by  the  Bush  Administration  does  nothing  to  promote  the 
cause  of  tax  reform  or  the  long-term  goals  of  NAFTA.   The  Treasury  seemed  to  have  had  as  a  major 

(continued  .  .  . ) 
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The  use  of  a  formulary  apportionment  system  under  NAFTA  would  give  a  major 
boost  to  worldwide  adoption  of  a  formulary  apportionment  system.  With  the  disintegra- 
tion of  borders  within  the  European  Community,  the  arm's  length  standard  will  become 
increasingly  unworkable  for  allocating  income  among  EC  countries.  It  is  likely,  therefore, 
that  the  EC  would  watch  the  successful  implementation  of  formulary  apportionment  in 
NAFTA  with  great  interest. 

Conclusion 

In  the  1960s,  the  United  States  government  made  some  important,  and  we  believe 
mistaken,  decisions  about  how  to  allocate  the  taxable  income  of  multinational  corpora- 
tions. Today,  with  international  trade  growing  ever  larger  as  a  share  of  our  nation's  econ- 
omy, we  need  to  rethink  those  decisions.  The  pending  North  American  Free  Trade 
Agreement  and  integration  of  the  European  Community  make  replacing  the  discredited 
arm's  length  system  with  a  simpler  and  fairer  formula  approach  both  more  necessary  and 
more  likely.  We  hope  that  these  hearings  will  help  move  U.S.  policy  in  that  direction. 


( .  .  .  continued) 
negotiating  aim  the  reduction  of  Mexican  withholding  taxes  on  interest  payments  to  U.S.  banks.  The 
proposed  reduction  will  do  nothing  for  the  United  States  or  Mexico.  It  wiU  simply  give  windfall  benefits 
to  a  small  group  of  American  banks. 
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is  the     "international  norm"  erroneously  implies  there 
are  no  other  methods  available  for  implementing  an 
arm's-length  standard  and  fails  to  recognize  that 
the  Treasury  Department  could  take  a  leadership 
role  in  formulating  and  working  to  secure 
international  acceptance  of  arm's-length  alternatives 
to  replace  a  system  which  obviously  is  not  working 348       409 

3.  The  differences  and  lack  of  coordination  between  the  source 
rules  used  by  the  U.S.  for  taxation  of  unincorporated  U.S. 
branches  of  foreign  businesses  and  for  allowance  of  the  credit 
for  foreign  taxes  on  foreign  operations  of  U.S.  businesses  and 
the  rules  used  under  section  482  for  taxation  of  incorporated 
subsidiaries  of  international  businesses  are  unjustified  and 

undesirable  and  also  are  remediable  unilaterally 348       410 

4.  The  lack  of  international  agreement  on  substantive  and 
procedural  rules  for  harmonizing  and  resolving  conflicts 
among  competing  multinational  tax  claims  to  income  from 

international  sales  of  goods  and  services 349       410 

B.  Derivative  Problems    349       410 

1.  The  overburdening  of  systems  for  resolution  of  tax  disputes 

is  due  largely  to  a  lack  of  several  kinds  of  needed  rules 349      411 

2.  The  lack  or  vagueness  of  rules  prevents  governments  from 
making  reasonably  accurate  estimates  of  revenues  they  may 
expect  from  income  taxation  of  international  business 

transactions    349       411 

3.  The  inability  of  the  U.S.  and  other  nations  to  know  whether 
each  is  getting  its  "fair  share'  of  tax  revenues  from 

international  business  transactions 349      412 

4.  The  potential  for  multiple  over-taxation  of  international 

business  transactions '. 351       412 

5.  The  potential  for  under-taxation  of  international  business 

transactions   351       412 

6.  The  inability  of  businesses  to  predict  with  reasonable 
certainty  the  levels  of  taxes  and  after-tax  returns  they  may 

expect  from  international  business  transactions 351       413 

7.  The  truly  momentous  costs  for  taxpayer  compliance  and  the 
potential  for  a  2-class  system  of  tax  justice  for  large 

businesses  and  small  businesses 351       413 

8.  The  momentous  costs  and  needless  waste  of  scarce 
governmental  resources  for  enforcement  and  administration 

of  the  tax  system 352      414 

9.  The  dependence  of  the  system  on  disclosure  by  taxpayers,  and 
by  competitors  and  other  third  parties  of  confidential 
financial  and  sensitive  business  information,  needlessly 
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generates  enormous  difficulties 352       415 

10.  The  potential  for  disparate  and  anti-competitive  ta;c 
treatment  of  business  competitors  is  a  major  ~  but  remediable 

--  problem    353       415 

11.  The  potential  of  the  present  system  for  fostering  mutual 
distrust  and  growing  discord  between  tax  authorities  and 

taxpayers  and  among  nations  is  needless    353       415 

12.  The  problems  added  by  the  new  advance  pricing  agreement 

procedures:    taxation  by  secret  negotiation  and  agreement  is  ' 

not  a  substitute  for  pre-publisbed  rules  of  general 

application,  especially  not  under  U.S  traditions 353       416 

13.  Problems  in  requiring  taxpayers  to  bear  the  extraordinarily 
heavy  burden  of  proving  the  Service's  arm's-length  pricing 

adjustments  to  be  arbitrary,  capricious  or  unreasonable 354       417 

III.         Alternatives  that  are  not  Solutions 355       417 

A.  The  present  case-by-case  approach  of  the  U.S.  is  a  problem  to  be 
solved,  not  a  solution,  and  neither  it  nor  the  many  new  measures 
adopted  for  its  enforcement  can  be  a  substitute  for  clear  and  pre- 
published  rules  of  general  application  that  are  reducible  to  numbers 

required  on  tax  returns 355       417 

B.  Proposed  new  substantive  rules  in  the  Treasury  regulation  under 

section  482  intensify  rather  than  solve  the  problems   356       419 

C.  Unilateral  measures  offer  only  partial  solutions    356       419 

D.  International  agreement  on  rules  which  are  illusory  or  vague  and 
not  readily  reducible  to  numbers  required  on  tax  returns  is  not 

a  solution 357       420 

rv.         Possible  New  Directions  for  Solutions    357       420 

A.  Shift  away  from  a  system  having  no  rules  or  illusory  or  intentionally 
vague  rules  designed  to  operate  "in  terrorem"  to  a  system  of  clear 

rules  that  are  readily  reducible  to  numbers  required  on  tax  returns   357       420 

B.  Shift  away  from  focusing  on  "what  price  is  right"  for  intercompany 
transactions  and  concentrate  on  determining  and  geographically 
allocating  combined  profit  (or  loss)  actually  realized  by  all 

participating  members  of  a  controlled  group 358       421 

C.  Focus  on  unilaterally  developing  a  new  set  of  source  rules  for 
geographically  allocating  profit  (or  loss)  on  terms  that  are  the 
same  for  unincorporated  branches  and  incorporated  subsidiaries  and 
that  are  fully  coordinated  with  section  482-type  rules  for 
reallocating  tax  attributes  among  domestic  and  foreign  entities  of 

commonly  controlled  enterprises   359       422 

D.  Focus  on  formulating  and  obtaining  the  needed  muhinational 
agreement  on  rules  for  harmonizing  and  resolving  conflicts  among 
competing  multinational  tax  claims  to  income  from  international 
sales  of  goods  or  services,  especially  (a)  substantive  treaty 

rules  for  geographically  sourcing  or  allocating  profit  (or  loss) 

among  competing  tax  jurisdictions,  and  (b)  procedural  treaty 

rules  establishing  a  framework  for  resolving  conflicts  among 

multi-national  interpretations  and  applications  to  specific  cases 

of  substantive  sourcing  and  jurisdictional  rules    360       423 
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Statement  of  Dale  W.  Wickham  * 

Distinguished  Professional-in-Resideoce  for  Internatioaal  and  Tax  Policy 

Kogod  College  of  Business  Adminislralion,  the  American  University 

& 

Tax  Lawyer  Practicing  with  the  Firm  of  Wickham  &  Associates 

presented  March  25, 1993  at  Public  Hearing  before  the 

U^.  Senate  Committee  on  Governmental  Affairs 

regarding 

POSSIBLE  NEW  DIRECTIONS  FOR  DEAUNG  WITH  TRANSFER  PRICING 

AND  OTHER  TECHNIQUES  FOR  APPORTIONING  INTERNATIONAL  BUSINSS  INCOME 

I  leach  law  at  Ihe  American  University  iu  Washington  U.C.  where  I  am  on  the  faculty  of  the  Kogod 
College  of  Dusiness  Administration  as  Distinguished  Professional-in-Kesidcncefor  International  &  Tax  Policy. 
I  have  bad  two  articles  published  recently  on  various  aspects  of  international  transfer  pricing  and  other 
opproaches  to  apportionment  of  inlcrnalional  business  income.'  Both  of  these  have  been  nude  available  to 
Comniiltee  Members  and  staff.  I  formerly  served  as  an  attorney  on  the  Staff  of  the  Joint  Coniniiltpc  on 
Taxation,  where  I  worked  on  tax  treaties  and  other  international  lax  mailers.  I  served  later  as  Special  Counsel 
to  the  Senate  Commillee  on  Finance  for  the  Tax  Reform  Act  of  1969.  I  have  practiced  law  in  Washington 
since  1956  with  firms  which  have  also  bad  offices  in  Qiicago,  New  York  and  other  cities.  I  am  currcully  in 
oiy  own  flrm  of  Wickham  &  Associates. 

This  statement  and  my  oral  testimony  are  not  submitted  to  you  on  behalf  of  any  other  person  or      N 
organization.  They  reflect  my  own  views.  They  are  based  on  my  work  in  this  area  in  public  service,  private 
practice  and  acadcmia.   I  offer  them  to  assist  ihe  Committee  iu  arriving  at  decisions  iu  furtherance  of  the 
public  interest  in  this  area.       The  views   expressed   here   are   substantially   the   same 
as    those   I    presented   last   July   in   an  appearance   as   an   expert  witness   I'was 

Possible  new  directions  for  dealing  with  problems  concerning  multinational  apportionment  of 
inlcrnalional  business  income  are  llic  focus  of  this  slalcmcnt  to  the  Comniiltee.  Enormous  problems  arc  being 
generated  by  the  arm's-length  transfer  pricing  approach  which  the  U.S.  Treasury  and  Ihe  IKS  adopted  by 
regulations  first  proposed  in  1966  and  finally  promulgated  in  1968,  which  they  since  have  advocated  for 
.  adoption  by  other  countries,  and  which  they  still  are  urging  Congress  to  retain.  New  directions  arc  needed. 
I  have  some  lo  suggest.  The  bill,  11.11.  S270,  on  whiel»-the»e-hear»iig3-ar»-bci«g-heldrh«s-3everal  provlJtons- 
wbich  would  set  new  dircctioui  in  thii  area  on  which  I  alto  will  commenL 

L  BackEround  &  Perspective. 

My  interest  in  finding  solutions  to  problems  in  the  area  really  began  in  1961  when  I  discovered  while 
on  Ihe  Joint  Committee  Staff  that  only  two  of  the  U.S.  income  lax  treaties  then  in  force  had  a  comprehensive 
set  of  bilaterally  agreed  rules  of  source  to  govern  which  country  had  the  right  lo  lax  inlernalional  business 
income  of  non-resident  firms  or  lo  govern  when  a  country  of  residence  of  a  firm  would  be  obligated  under  its 
foreign  lax  credit  lo  cede  primary  jurisdiction  lo  the  country  taxing  income  onlhe  basis  of  its  source.  At  about 
the  same  lime  I  discovered  that  some  Treasury  and  IRS  personnel  were  contending  that  such  apportionment 
issues  should  be  left  to  them  for  disposition  on  a  case-by-case  basis  under  U.S.  Internal  Revenue  Code  section 
482,  and  that  section  should  be  left  vague  to  operate  'in  lerrorem'.  Shortly  afterwards  the  Mouse-Senate 
conferees  on  the  Revenue  Act  of  1962  agreed  lo  drop  from  the  bill  to  be  sent  to  President  Kennedy  a 
provision  in  the  House-passed  version  of  Ihe  bill  which  would  have  provided  a  clearer  and  more  specific  form 
of  3-factor  apportionment  among  commonly  controlled  units  of  an  international  business'  income  from  the  sale 
of  goods  that  would  be  used  unless  the  taxpayer  could  demonstrate  use  of  the  comparable  uncontrolled  price 
method  of  transfer  pricing  would  be  more  accurate.'  That  action  was  accompanied  by  an  expression  of  hope 
in  the  report  of  the  conferees  that  Treasury  would  use  the  power  il  already  had  by  regulation  under  section 
482  to  provide  formulary  apportionment  in  lieu  of  Ihe  arm's-length  transfer  pricing  approach.  'Hint  hope  was 
disappointed  when  Treasury  and  the  IKS  decided  in  the  section  482  regulations  pro|x>sed  in  1966  not  to 
provide  any  such  formulary  apportionment  but  lo  require  use  of  the  less  specific  transfer  pricing  approach. 
That  allowed  the  IRS,  after  Ihe  fihng  of  a  lax  return,  lo  challenge  any  method  used  by^  firm  under  procedural 
rules  which  placed  upon  the  taxpayer  Ihe  extraordinarily  heavy  burden  of  proving  not  9nly  that  Ihe  IKS'  price 

*LL.  B. ,  Harvard  Law  School  '53;  A.B.  Harvard  College,  '50. 

'l^ie  moil  receni  of  these,  published  yesterday  in  Tsi  Notes  and  entitled  '  New  Directions  Needed  For  Solution  of  Ihe  International 
Transfer  Pricing  Tax  Puzzle:  Intematiorully  Agreed  Rules  or  Tax  Warfare?*,  was  co-authored  by  Charles  J.  Kerester  of  Qeveland.  Ohio. 
Mr.  Kerester  is  a  lawyer  who  b  in  practtcn  as  a  member  of  the  firm  of  Jones,  Day.  Reavis  and  Pogue  and  teaches  law  as  a  member  of  the 
faculty  at  the  Case  Western  Reserve  University  School  of  Law.  He  also  served  as  an  attorney  on  the  staff  of  Ihe  Joint  Committee  on 
taxation,  where  he  worked  on  lax  treaties  and  other  subjecis  bearing  on  interjurisdictional  apportionment  of  taxing  authority.  My  earlier 
«  article,  "The  New  U.S.  Transfer  Pricing  Tax  Penally:  A  Solution,  or  a  Symptom  of  the  Cause,  of  Ihe  International  Transfer  Pricing  • 
«  Puzzle?*,  was  published  in  the  Winter  1991  issue  of 'Ihe  Inlcrnalional  Tax  Journal,  (at  vol  18,  p.  I).  While  on  the  Joint  Committee  Staff 
I  also  auihotcd  two  published  rtfcrence  woiki  on  Iu  Uc«lict-(1)  'A  Topical  Cotnpitiion  of  U.S.  Itioomo  Tu  Convcnlioiu  (JCT,  IMl) 
and  (2)  a  four-volume  'Legislative  llblory  of  U.S.Tu  Convcntioiu*  (JCT,  1961)-  and  on«  unpublished  ajialyBia  and  poli^  critique  of  U.S. 
income  tax  Ucaties. 

hlu  provision  wu  teUioa  6  of  iI.R.  10650, 82nd  Cong.,  2d  Scu.  (1M2). 

**  asked  to  make  before  the  U.S.  Houqe  Ways  &  Means  Committee's  Subcoiximittee 
on  Oversight  at  a  public  hearing  held  on  H.R.  5270  {102d  Cong.,  2nd  Sess. 
July  21-22,  1992)  . 
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was  tnoorrect  but  also  thai  il  was  *arbi(raiy,  capricious,  or  unreasonable*. 

IL  Problems  under  the  Present  Svslcm. 

Events  over  the  30  years  since  Congress'  decision  in  1962  not  to  require  Treasury  and  the  IRS  to 
permit  use  of  specific  factor  apportionment  provide  powerful  testimony  to  the  magnitude  of  the  problems 
connected  with  adherence  to  the  case-by-case,  after-the-fact  transfer  pricing  approach  insisted  upon  by 
Treasury  and  the  IRS.  These  problems,  which  are  merely  outlined  here  but  discussed  further  in  my  recent 
articles,  will  only  grow  larger  with  increasing  internationalization  of  business  and  with  increasing  demands  of 
revenue  hungry  countries  such  as  the  United  States  for  larger  shares  of  taxes  on  income  front  international 
business. 


I  beheve  that  the  search  by  this  Committee  for  solutions  to  problems  under  the  present  system  can 
more  to  the  point  and  more  productive  if  it  is  founded  on  a  sharper  definilion  of  the  problems  presented. 
Congress,  andillt>'Committe<5n  particular,  have  had  enormous  portions  of  their  available  time  and  resources 
consumed  in  Acent  years  by  attention  to  Treasury  and  IRS  recommended  alternatives  for  strengthening  the 
IRS'  hand  in  enforcement  of  the  arm's-  length  transfer  pricing  approach.  Yet  the  appropriations  requested 
by  the  IKS  for  enforcement  in  this  area  and  the  legislation  requested  to  de.il  with  new  problems  seem  only 
to  increase.  1  think  that  the  interests  of  this  Committee  and  of  the  public  will  be  better  served  by  this 
Committee's  refusal  to  continue  accepting  such  TrcasuryAKS  proposals  as  solutions  to  the  enormous  problems 
presented  under  the  present  system.  More  of  the  same  clearly  is  not  a  solution.  The  newly  proposed 
Treasury/IRS  regulations  under  section  482  also  arc  not  a  solution;  tlicy  insist  on  the  costly  old  transfer  pricing 
approach  applied  on  an  after-the-fact,  case-by-casc  basis,  llie  new  advance  pricing  agreement  (Al'A) 
procedures  also  are  not  solutions;  they  too,  insist  on  case-by-case  application  of  the  old  transfer  pricing 
approach.  The  APA  procedures  also  threaten  to  aggravate  the  potential  for  disparate  and  anti-competitive 
tax  treatment  of  American  business  competitors  and  for  unequal  treatment  of  domestic  and  foreign-controlled 
international  businesses. 

A.  The  Core  Problems. 

My  work  has  led  me  to  the  view  that  several  distinct  but  related  core  problems  are  at  the  root  of 
difficulties  being  experienced  under  the  present  system.  Iliese  arc  the  cause  of  numerous  additional  problems 
that  can  be  remedied  only  if  steps  are  taken  to  remedy  the  core  problems.  Here  1  will  first  identify  the  core 
problems  I  sec,  briefly  note  their  causes,  and  then  discuss  some  of  the  additional  problems  that  derive  from 
the  core  problems,  again  identifying  their  causes  so  that  appropriate  solutions  can  be  identified.  Solutions  for 
some  are  not  solutions  for  others.  There  is  no  single  or  simple  solution. 

I  note  at  the  outset  that  all  of  the  core  problems  under  the  present  system  are  caused  by  failures  of 
government,  not  by  taxpayer  abuse  or  "evasion"  as  is  so  commonly  asserted  or  assumed  in  discussions  of  the 
subject.  This  means  that  remedy  of  these  problems  can  be  effected  only  through  governmental  actions  in  those 
areas. 

1.  TJie  Lick  of  rules  --  clear  rules  readily  reducible  to  numbers  required  on  income  tax 

returns.    One  central  problem  permeating  the  entire  area  is  a  lack  of  clear,  deFmitive  rules  that  are  both 
informative  about  what  is  expected  and  reducible  to  numbers  required  on  lax  returns. 

This  lack  of  rules  for  determining  transfer  prices,  as  I  pointed  out  in  an  earlier  article,  "was 
accepted  as  fact  and  described  at  length"  by  Treasury  and  the  Service  in  their  1988  Wltite  Paper.  It  is  also 
noted  by  the  Staff  of  the  Joint  Committee  at  pages  54  and  49  of  its  explanation  of  H.R.  5270. 


(a)  Tlie  tack  of  rules  is  caused  by  failures  of  government,  not  by  taxpayer  'abuse' 


or  evasion  , 


(b)  Ttie  lack  of  clear  rules  for  establishing  transfer  prices  is  largely  the  product  of 
a  series  of  conscious  ••  and  reversible  —  choices  by  lax-policy  making  officials. 

(c)  Vie  lack  of  clear  rules  which  are  informative  about  what  is  expected  and 
reducible  to  the  numbers  required  on  tax  returns  defeats  the  U.S.  system  for  voluntary  selfnssessment  of  tax  in  this 
area  of  the  law.  This  necessitates  a  case-by-case,  after-the-fact  approach  and  brings  other  ill  effects  wliich  pervade 
the  system  at  all  levels.   (See  pages  344  -  5  of  our  article  in  56  Tax  Notes.) 

2.  The  requirement  of  Treasury  regulations  that  hypothetical  'arm's-length  prices'  be 

constructed  for  non-arm's  length,  intercompany  transfers  for  which  there  are  not  real  prices  set  by  market  forces  a 
second  core  problem  that  is  needlessly  generating  major  problems  which  are  unilaterally  remediable  through 
amendment  of  the  regulations.  Superficially,  this  problem  is  different  from  the  first  core  problem  having  to  do 
with  a  lack  of  rules,  since  here  at  least  there  is  an  explicitly  slated  rule  in  the  Treasury  regulation,  lliis 
superficial  difference,  however,  often  turns  out  not  to  be  real  in  practice  because  of  the  pervasive  lack  of 
comparables  (which  is  not  soluble  by  any  new  rule  requiring  comparables),  lack  of  rules  for  determining  what 
is  comparable,  and  the  lack  of  rules  for  setting  transfer  price  in  the  absence  of  comparables,  as  we  discuss 
further  below.  Nevertheless,  this  core  problem  in  fact  Is  quite  dKrcrcnt  from  the  general  lack  of  rules,  lliat 

la  bccBuao  horo  tlioro  la  a  quito  explicit  regulatory  rule,  iioovlly  sanclloltcd  tiy  ml  orruy  or  pciialllcs  rur  lla 

violation,  which  compels  taxpayers,  tax  collectors,  and  the  courts  all  to  cope  with  the  massive,  costly,  and  often 
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(utile  search  (or  third  parly  comparablcs  that  is  compelled  by  the  rule  as  we  develop  further  below.  The  rule 
requiring  the  search  (or  comparablcs  also  presents  major  dUdcultics,  beyond  money  and  time  costs,  that  are 
peculiar  to  this  particular  rule. 

Another  aspect  o(  this  core  problem  which  distinguishes  it  in  one  very  important  respect  (rom 
some  of  the  others  is  that  it  can  be  quickly  remedied  by  unilateral  adminislratWe  action  on  the  part  o(  Treasury 
and  the  Service. 

(a)  Tlufocusof  Treasury  regulations  on  conslmcUnghypolheucalarm's-Unglhprices 
for  non-arm 's  lengtli,  intercompany  dealings  is  a  focus  on  the  wrong  question,  diverting  attention  from  the  ultimate 
questions  actually  involved,   litis  is  developed  at  page  344  o(  our  article  in  56  Tax  Notes. 

(b)  Vie  arm  's-Ungth  pricing  approach  of  the  regulations  requires  a  costly  search  for 
'comparable'  arm  's-lenglh  prices  which  frequently  do  not  exist  and  generally  are  not  reducible  to  accurate  numbers 
needed  on  tax  returns.-  Earlier  articles  have  commented  at  length  on  the  enormous  practical  and  conceptual 
difflculiics  presented  by  the  arm's-length  pricing  requirement  of  the  Treasury  regulations.'  Here  I  limit  myself 
to  noting  that  some  key  evidence  which  was  presented  in  the  1988  Treasury  Wliite  Paper  and  at  the  public 
hearings  held  in  1990  by  the  Oversight  Subcommittee  is  reviewed  at  pages  345  -  7  of  our  Tax  Notes  article. 

(c)  Vie  complications  of  the  approach  requiring  'pricing  of  intercompany  transfers 
would  be  eliminated  if  such  intercompany  transactions  were  disregarded  as  they  are  for  so  many  other  lax  purposes. 

(d)  Vie  U.S.  Treasury  regulations'  requirement  for  arm's  length  'pricing  of 
intercompany  transfers  is  not,  as  a  matter  of  law,  required  by  either  the  U.S.  tax  statute  or  any  bilateral  tax  treaty 
to  which  the  U.S.  is  a  party.-  The  statutory  provisions  of  section  482  do  not  require  the  arm's-length  'pricinf 
required  by  the  existing  Treasury  regulations.'  In  addition,  no  provision  of  any  lax  treaty  to  which  the  U.S. 
is  a  party  requires  arm's-length  'pricing.  The  United  Slates  had  many  treaties  in  place pn'or  to  publication  in 
1966  of  the  proposed  Treasury  regulation  in  which  arm's-length  pricing  was  first  required.  None  then  or  since 
expressly  required  or  requires  an  arm's-length  "price."  (See  page  348  of  our  article  in  56  Tax  Notes.) 

(e)  Vie  U.S.  Treasury  Department 's  reiteration  of  the  contention  that  its  arm  's-lenglh 
pricing  standard  is  the  "inlemalional  norm'  erroneously  implies  that  there  are  no  other  methods  available  for 
implementing  an  arm  's-lenglh  standard  and  fails  to  recognize  that  the  Treasury  Department  could  take  a  leadership 
role  in  formulating  and  working  to  secure  international  acceptance  of  arm  's-length  alternatives  to  replace  a  system 
which  obviously  is  not  working.    (See  page  348  of  our  article  in  56  Tax  Notes.) 

3.  Vie  differences  and  lack  of  coordination  between  the  source  rules  used  by  the  U.S.  for  taxation 
of  U.S.  unincorporated  branches  of  foreign  businesses  and  allowance  of  the  foreign  tax  credit  for  foreign  taxes  on 
foreign  operations  of  U.S.  businesses  and  the  rules  used  under  section  482  for  taxation  of  incorporated  U.S. 
subsidiaries  of  international  businesses  are  unjustified  and  undesirable  but  are  remedial  unilaterally.  —  A  third 
core  problem  we  see  is  the  use  by  the  U.S.  of  one  set  of  rules  for  (a)  determining  the  source  of  income  or  loss 
subject  to  its  tax  where  international  business  is  carried  on  directly  or  through  an  unincorporated  branch  and 
(b)  for  its  allowance  of  a  credit  for  foreign  operations  of  U.S.  businesses  and  the  unjustified  use  of  an  entirely 
different  set  of  rules-  not  meshed  with  geographic  sourcing  rules-  for  making  reallocations  among  entities 
under  section  482  where  the  business  is  carried  on  through  an  incorporated  subsidiary  or  commonly  controlled 
affiliate.  Tliis  is  recognized  in  examples  presented  by  the  staff  of  the  Joint  Conmiittee  on  Taxation  at  pages 
34  and  35  of  their  explanation  of  H.R.  5270.  Tlie  newly  proposed  regulations  would  not  change  this  approach. 

4.  Lackof  international  agreement  on  substantive  and  procedural  rules  for  harmonizingand 
resolving  conflicts  among  competing  multinational  tax  claims  to  income  from  inlemalional  sales  of  goods  and 
services.  -  A  fourth  core  problem  in  the  area  is  the  lack  of  international  agreement  on  substantive  rules  o( 
source  for  division  of  profit  and  loss  for  income  tax  purposes,  on  procedural  rules  for  rcsoh^ing  conflicting 
multinational  interpretations  of  such  rules  as  tlicy  relate  both  to  exercise  of  a  nation's  jurisdiction  to  tax  by 
source  and  its  allowance  of  a  foreign  tax  credit  for  another  country's  taxes  on  income  from  sources  within  that 
foreign  country,  and  on  rules  for  coordinating  or  meshing  application  of  source  rules  with  rules  for  exercise 
of  section  482-type  powers. 

Here  I  limit  my  comment  to  identifying  this  as  a  major  problem  and  to  observing  that  the 
kinds  of  issues  which  must  be  addressed  to  arrive  at  workable  source  rules  for  geographically  allocating  the 
income  tax  base  appear  to  be  ones  that  can  supply  the  mbre  specific  standards  needed  to  reduce  vagueness 
of  the  rules  for  the  exercise  of  the  section  482-lype  powers  and  to  coordinate  those  with  the  source  rules. 


'Wickhim,  TmnifcrFridng, supra  note  1,  •!  1019:  LMnf,bcm, 'The  Unitary  Uelhod  cnJ  the  Mylh  i^Ami'i  Lenfth;  30  Ta  Notct  62S 
(Feb.  17, 19M). 

'Prior  to  their  iuutncc  in  1961,  the  predectuor  tegultlicni  lincc  1934  dU  not  require  an  wni'i-lenilh  price.  Iliey  did  require  an 
•rm'i-lenglh  ilandard,  bul  not  in  arni'i-lcnglh  price,  Ailicle  451  o(  TrcM.  Rej.  {  86.  An  um'i-lenglh  'tlindard*  does  nol  require  an 
uni'a-lenglh  "pr'"'  Th«  '■"''  "  ""  'equiremeni  imposed  by  Ihe  Service  and  Treasury,  first  in  proposed  icgulalions  under  section  482 
in  1966  and  Ihen  in  final  regulations  adopted  in  1968.  The  provisions  of  section  482  or  provisions  corresponding  to  it  in  earlier  years  were 
in  place  since  at  least  the  1928  Act.  The  earliest  version  originated  in  the  Treasury  regulations  in  1917.  Trees.  Reg.  |41,  Articles  77  and 
78.  The  regulation*  were  codified  by  section  1331  ot  the  Revenue  Act  of  1921. 


138 


B.  Derivative  Problems 

Several  oilier  problems  under  the  preseot  system  are  consequences  of  the  core  problems  just 
described.  Here  I  will  merely  identify  some  of  these  derivative  problems,  referring  you  to  our  article  in  36  Tax 
Notes  at  the  pages  noted  here  for  further  discussion  of  most  of  them. 

1.  TItere  is  an  overburdening  of  systems  for  resolution  of  tax  disputes,  both  in  the  United 
States  system  for  resolution  of  lax  controversies  and  in  the  meager  ioiemational  structures  provided  under 
bilateral  tax  treaties  for  compclenl  aulhorily  proceedings.  (56  Tax  Notes  349.) 

2.  lite  lack  or  vagueness  of  rules  prevents  governments  from  making  reasonably  accurate 
tstimales  of  revenues  they  may  expect  from  income  taxation  of  international  business  transactions.  This  applies 
to  forecasts  of  income  lax  revenues  a  government  can  expect  from  (a)  exercising  iis  power  under  section  482 
(or  a  foreign  equivalent)  and  (b)  from  discharging  its  statutory  or  treaty  obligations  under  the  foreign  tax  credit 
to  cede  sonic  of  these  revenues  to  foreign  countries  of  source.  'Ilic  resulting  inability  of  government  to  predict 
with  reasonable  accuracy  the  revenues  it  may  expect  to  derive  and  keep  from  international  business 
transactions  has  niultibillion  dollar  budgetary  implications  for  the  United  Stales.  Ovcrcstimation  of  revenues 
from  international  business  transactions  leads  to  ovcreslimalion  of  revenues  needed  from  other  sources,  lliese 
budgetary  implications  will  only  grow  larger  as  the  level  of  international  business  activity  increases  or  as  the 
measure  of  vagueness  of  the  rules  increases. 

3.  Tfiere  is  the  inability  of  the  U.S.  and  other  nations  to  know  whether  each  is  getting  its  'fair 
share'  of  lax  revenues  from  international  business  transactions.—The  issue  of  'fairness*  of  a  country's  share  of 
such  revenues  has  a  potential  for  causing  major  difficulties  in  international  relations.  Such  difficulties  may  take 
the  destructive  form  of  multinational  tax  warfare  in  which  one  country's  punitive  or  discriminatory  taxation 
of  foreign-controlled  businesses  provokes  the  foreign  countiy's  retaliatory  taxation  of  businesses  controlled  by 
residents  of  the  first  country.  More  than  the  absolute  level  of  tax  revenue  is  involved.  Widely  and  deeply  held 
concepts  of  political  and  economic  justice  and  equity  and  fair  play  are  also  involved.  Americans  may  see  the 
issue,  for  example,  in  terms  of  whether  foreign-controlled  businesses  "exploiting*  the  U.S.  market  are  paying 
taxes  on  the  fruits  of  their  endeavors  which  correspond  to  the  tax  burdens  of  Americans.  Such  views  may 
translate  into  political  pressures  on  cleclive  U.S.  government  officials  to  raise  needed  U.S.  revenue  from  the 
polilically  'low-cosi*  source  of  foreigners  who  do  not  vote  in  U.S.  elections.  U.S.  political  leaders  and  would-be 
leaders  would  be  well  advised,  however,  to  remember  that  the  fervor  of  Americans'  reaction  to  *taxation 
without  representation"  may  be  mirrored  in  the  reactions  of  people  of  foreign  countries  in  which  U.S.- 
conlrolled  firms  do  business.  The  same  U.S.  government  officials  who  are  pressed  by  their  citizenry  to  tax 
foreigners  may  also  fmd  themselves  pressed  by  their  U.S.-conlrolled  business  firms  to  advocate  the  lalter's 
interests  in  'fair*  and  non-discriminatory  lax  treatment  by  foreign  governments'. 

Answering  the  question  whether  a  country  is  getting  its  "fair"  share  of  revenues  from  income  taxation 
of  international  business  transactions  requires  more  than  unilateral  actions  on  the  part  of  each  country 
competing  for  a  share  of  that  revenue.  Each  competing  country  may  unilaterally  make  and  enforce  its  own 
rules  as  to  the  amount  of  lax  it  may  seek  from  an  inlernational  business,  on  grounds  cither  that  the  business 
is  locally  domiciled  or  that  the  geographic  source  of  the  income  is  local.  Tlie  tax  declared  due  under  those 
unilateral  rules,  however,  is  only  a  declaration  of  that  countiy's  position,  which  may  or  may  not  be  considered 
by  foreign  countries  involved  to  be  a  "fair  share".  Fairness  of  national  shares  of  revenue  from  multinational 
income  taxation  of  business  transactions  can  be  settled  only  by  reference  to  factors  in  rules  which  arc  either 
agreed  to  by  the  several  countries  involved  or  are  set  by  judicial  or  other  arbitrators  agreed  to  by  those 
countries. 

The  fact  is  thai  such  inlcrnalionally  agreed  rules  are  generally  lacking.  U.S.  lax  rules  for  exercising 
its  power  under  section  482  to  reallocate  taxable  income  from  foreign  to  domestic  U.S.  entities  are  not  rules 
for  geographically  sourcing  such  income  among  competing  countries.  Source  rules  used  by  the  U.S.  for  that 
purpose  arc  separate  from,  and  not  coordinated  with,  the  U.S.  rules  for  exercise  of  its  powers  under  section 
482,  which  generally  are  applied  unilaterally  and  frequently  without  regard  to  positions  on  issues  of  geographic 
allocation  taken  even  by  the  U.S.  itself  let  alone  by  other  countries.   (See  S6  "lax  Notes  350.) 

There  is  a  need  for  all  responsible  agencies  of  government  in  the  U.S.  and  abroad  to  work 
constructively  and  cooperatively  to  supply  the  framework  of  inlcrnatioiially  agreed  rules  needed  for 
muhinalional  income  taxation  of  international  busuiess  transactions.  Thai  course  offers  a  promise  of 
international  tax  harmony  rather  than  international  lax  warfare. 

4.  Viere  is  thepotential for  multiple  over-taxation  of  international  business  transactions,  with 
the  consequent  depressing  effect  that  may  have  on  the  free  flow  of  such  transactions  in  reference  to  free  market 
forces  of  supply  and  demand.   (See  56  Tax  Notes  351.) 


'Responsive  to  such  ooncerni.  Congress  long  ago  cnacled  provisions  of  U.S.  incxtme  lu  law  which  aulhorize  ihe  President  to  inslitule 
relalislory  luietion  ot  foreign  nelionals  of  countries  found  by  the  President  to  hive  imposed  taxes  which  are  'more  burdensonM*  or 
'discriminatory'  against  U5.  nationals.  See  I.R.C  {{  896  and  891. 
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5.  Jhtre  is  also  the  potential  fm  under-iaxation  of  international  business  transactions  that 
was  the  (ocus  o{  tbe  bolb  the  1990  and  the  1992  hearings  of  Ibe  House  Oversight  Subc»DiinilIee.  (See  36  Tax 
Notes  351.) 

6.  There  is  the  inability  of  businesses  to  predict  with  reasonable  certainly  the  levels  of  taxes 
and  after-tax  returns  they  may  expect  from  international  business  transactions.   (Sec  56  Tax  Nolcs  351.) 

7.  Viere  are  the  truly  momentous  costs  for  taxpayer  compliance  and  the  potential  for  a 
2-class  system  of  tax  justice  for  targe  businesses  and  small  businesses.—  Fees  that  inlernalional  business  Firms  must 
pay  private  sector  professionals  for  work  on  a  large  transfer  pricing  tax  case  can  be  enormous.  (Sec  56  Tax 
Notes  351.) 

This  burden  is  one  that  could  scarcely  be  afforded  by  small  businesses  attempting  to  follow 
Ibe  proposed  regulations.  While  a  larger  enterprise  may  be  able  to  better  afford  such  costs,  it  is  hardly  in  the 
interest  of  such  a  larger  enterprise  or  the  public  to  require  the  enormous  expenditure  of  resources,  public  and 
private,  that  continuation  of  the  existing  state  of  affairs  would  require. 

8.  Jliere  are  momentous  costs  and  needless  waste  of  scarce  governmental  resources  for 
enforcement  and  administration  of  the  present  case-by-case  approach.  Neither  the  total  costs  incurred  nor  the 
revenue  benefits  received  by  the  U.S.  government  in  connection  with  administration  and  enforcement  of  the 
Treasury's  current  or  proposed  arm's-length  pricing  regime  under  section  482  have  ever  been  published  by  the 
Service  or  Treasury,  so  far  as  I  am  aware.  Fragmentary  elements  occasionally  are  reported.  However,  no 
report  is  made  of  such  costs  and  benefits  on  a  system-wide  basis  covering  all  the  costs  of  section  482-connccled 
operations  of  all  units  of  the  U.S.  government  that  are  involved.  Moreover,  the  Service  and  Treasury 
questionably  determined  that  the  proposed  regulations  under  section  482  are  not  'major  rules"  for  which  a 
cost/benefit  Regulatory  Impact  Analysis  is  required  under  Executive  Order  12291.* 

I  note  that  the  President  recently  extended  his  90-day  freeze  on  most  new  regulations  by  four 
months,  and  ordered  government  agencies  to  start  using  new  cost-to-benent  analyses  when  evaluating 
legislation  or  proposed  rules.'  I  suggest  that  those  requirements  be  applied  to  the  Service  and  Treasury  and 
that  Ihcy  determine  and  account  publicly  for  the  costs  of  adhering  to  the  present  case-by -case  approach  under 
section  482.  More  specifically,  1  suggest  that  the  Service  and  Treasury  be  required  to  report  to  the  Office  of 
Management  &  Budget,  the  Congress,  and  to  the  public  on  the  annual  and  cumulative  dollar  costs  of  the 
Government  (including  the  Service,  the  Treasury  and  the  Justice  Department)  for  administration  and 
enforcement  of  section  482.  The  system-wide  costs  thus  determined  for  administration  and  enforcement  of 
the  present  case-by-case  approach  under  section  482  should  then  be  compared  with  the  costs  that  could  be 
expected  under  a  new  system  of  generally  applicable  rules  reducible  to  numbers  required  on  tax  returns. 
Without  having  done  all  the  work  described  to  make  an  appropriate  costA>encril  analysis,  we  think  the  evidence 
already  available  strongly  suggests  that  a  comparative  cost/benefit  analysis  would  argue  for  replacing  the 
present  case-by-case  approach  with  a  new  system  which  provided  pre-publisbed  rules  of  general  application 
that  are  reducible  to  numbers  needed  on  tax  returns. 

9.  There  is  the  dependence  of  the  system  on  disclosure  by  taxpayers,  and  by  competitors  and 
other  third  parties,  of  confidential  financial  and  sensitive  business  information  that  needlessly  generates  enormous 
difficulties.  These  difficulties  include  (a)  the  high  cost  of  litigation  and  other  efforts  to  acquire  such 
information;  (b)  breach  of  the  information  suppliers'  confidences;  (c)  the  use  of  evidence  not  subject  to  a 
taxpayer's  cross  examination;  and  (d)  the  demand  for  information  about  competitors'  pricing  and  internal 
affairs  which  if  directly  sought  by  conscientious  taxpayers' executives  through  communications  with  competitors 
representativeswould,  we  are  advised  by  anti-trust  counsel,  risk  criminal  violation  of  section  1  of  tbe  Sherman 
Antitrust  Act. 

10.  Vtere  is  a  very  real  potential  for  disparate  and  anti-competitive  tax  treatment  of  business 
competitors  implicit  in  any  tax  regime  that  is  reliant  not  on  published  and  principled  rules  of  general 
applicability  but  on  a  casc-by-case  approach  liable  under  which  the  tax  exacted  in  each  case  is  set  by  revenue 
officials  without  the  guidance  of  such  generally  applicable  rules,  litis  potential  is  aggravated  by  the  new 
advance  pricing  agreement  procedures  as  I  note  further  below.     ~ . 

11.  The  potential  of  the  present  system  for  fostering  an  atmosphere,  of  mutual  distrust  and 
growing  discord  between  tax  authorities  and  taxpayers  and  among  nations  is  needless.  Recent  events  indicate  the 
potential  of  the  present  transfer  pricing  tax  system  for  generating  discord,  both  internally  within  the  United 
States  and  internationally.  (See  56  Tax  Notes  353.) 

The  potential  of  the  present  system  for  domestic  partisan  discord  and  for  deslructhre 
international  tax  warfare  could  hardly  be  more  vividly  indicated  than  by  the  Wall  Street  Journal's  recent 
headline  about  a  U.S.  presidential  candidate's  prioritiziug  U.S.  operations  of  foreign-controlled  business 


'iRSrTrtasuiy  Naice  cf  Prcpoxd  RultiruJcuig.  57  Fed.  Reg.  3571  ■!  357S  (propoied  Jan.  30, 1992). 

'Wall  St.  /.,  April  30, 1992,  •!  A-2.  Also  let  84  Daily  Tax  Report  (BNA)  0-13  (Aptil  30, 1992). 
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enterprises  as  Urgels  for  income  taxes  needed  to  reduce  the  U.S.  budget  dericit.  The  same  is  true  of  sections 
304  of  II.R.  5270  which  would  impose  a  minimum  U.S.  "income  tax"  on  gross  receipts  of  U.S.  operations  of 
businesses  controUed  by  foreign  interests,  whctlicr  or  not  the  foreign  parent  and  lis  U.S.  subsidiary  together 
show  a  combined  profit  or  loss,  and  irrespective  of  whether  that  violates  international  tax  treaty  obligations 
of  the  United  Slated  against  discriminatory  taxation  of  foreign  treaty  partner  business  enterprises. 

12.  TJuprobUi'is  added  by  the  new  advance  pricing  agrtemeni  procedures:  taxation  bysecret 

negotiation  and  agreement  instead  of  by  prepublished  rules  of  general  application  is  not  consistent  with  U.S. 
traditions.-LiiH  year  Treasury  and  the  Service  instituted,  with  great  fanfare,  the  new  advance  pricing  agreement 
procedures  for  use  in  this  area.  (Sec  56  Tax  Notes  353.) 

What  do  the  new  APA  procedures  not  do?  This  may  be  answered  by  testing  APA's  In  the 
light  of  their  tendency  to  resolve  the  core  and  derivative  problems  under  the  present  system  we  have  described 
earlier  in  this  paper.  They  do  not  abandon  the  casc-by-case  a.spcct  of  Ihc  Service's  approach;  instead  they 
insist  on  it.  llicy  fail  to  supply  the  pressing  need  for  pre-publislicd  rules  of  general  and  equal  application  to 
all  taxpayers.  Tliey  thus  deprive  all  people  and  countries  subject  to  the  present  arm's-length  transfer  pricing 
tax  regime  of  the  enormous  benefits  to  all  that  can  flow  from  a  system  for  voluntary  taxpayer  self-assessment 
of  tax.  Tlic  Service's  publication  of  some  generic  guidelines  with  respect  to  the  advance  pricing  procedures, 
as  the  Commissioner  and  the  1992  Treasury  Report  promise,  would  be  modest  steps  in  the  right  direction. 
However,  guidehnes  are  no  substitute  for  clear,  pre-published  and  generally  applicable  principles  of  law.  Tlie 
advance  pricing  process  will  still  be  a  case-by-case  approach,  reminiscent  of  the  experience  under  the  1968 
guidelines  under  an  earlier  version  of  section  367,  which  requires  an  enormous  expenditure  of  resources  to 
follow  an  errant  policy. 

The  APA  procedures  also  fail  to  designate  acceptable  methods,  from  among  several  available, 
as  alternatives  to  the  costly  arm's-length  pricing  method  for  assigning  to  countries  and  taxpayers  the  profits 
(or  losses)  realized  by  a  controlled  group  in  its  arm's-length  international  transactions.  They  divert  limited 
time  and  energy  of  tax  policymakers  and  enforcement  personnel  away  from  endeavors  that  promise  far  greater 
pubUc  return  on  the  investment.  The  international  tax  counsel  of  General  Electric  Co.  was  quoted  recently 
as  saying  that  while  advance  pricing  agreements  will  help  some  taxpayers  reduce  uncertainty,  they  are  not 
practical  for  relatively  large  companies.  He  reportedly  advised  that  G.E.  alone,  which  has  13  affiliates 
worldwide,  'would  keep  the  government  busy  for  the  rest  of  the  century  if  we  pursued  APAs."* 

What  are  the  additional  problems  generatedby  the  new  APA  procedures?  Because  they  apply 
case-by-case  and  are  so  time-consuming  and  costly  for  taxpayers  and  governments,  they  can  only  aggravate  the 
disparities  and  lack  of  even-handedness  in  treatment  of  taxpayers  that  is  inherent  in  any  case-by-case  approach 
not  guided  by  rules  of  general  application.  Winners  will  be  found  only  among  the  relatively  small  number  of 
larger  business  taxpayers  who  can  afford  the  costs,  while  the  losers  will  include  the  vastly  larger  number  of 
smaller  business  taxpayers  who  cannot  afford  the  costs  of  this  and  are  deprived  of  the  benefits  of  pre-pubUshed 
rules  of  general  appUcation. 

Even  more  seriously,  however,  the  new  APA  procedures  are  secret,  enhancing  the  potential 
for  disparate  treatment  of  competitors  and  for  unequal  application  of  our  tax  laws  as  between  domestic  and 
foreign-controlled  international  businesses.  Advance  pricing  agreements  are  the  result  of  secret  negotiations 
between  taxpayers  and  tax  collectors,  and  meetings  between  countries'  taxing  authorities  from  which  interested 
taxpayer  representatives  are  excluded,  in  proceedings  that  may  involve  sums  that  are  large  for  all  parties. 
While  advance  pricing  agreements  may  provide  a  given  taxpayer  some  measure  of  certainty  for  a  limited  period 
of  years  and  for  the  transactions  in  products  subject  to  that  agreement,  they  provide  no  guidance  to  the  rest 
of  the  world  as  to  the  applicable  principles  of  law.  Such  secret  agreements,  coupled  with  the  absence  of 
published  principles  of  law,  result  in  ad  hoc  agreements  that  in  turn  create  the  potential  for  disparate 
treatment  of  competitors.  Would  it  be  acceptable  for  the  Service  to  enter  into  advance  agreements  about 
methods  of  pricing  for  income  tax  purposes  one  line  of  motor  products  sold  by  Chrysler  Corporation  while 
it  docs  not  do  so  for  competing  lines  of  motor  vehicle  products  sold  by  Ford  Motor  Company  or  by  Toyota? 
If  not,  how  under  the  present  system  would  any  independent  authority  be  able  to  monitor  such  activity  of  the 
Service?  We  ought  not  repeat  the  course  of  action  rejected  by  the  Court  of  Claims  in  the  IBM  case,'  where 
the  Service  granted  one  company  a  favorable  excise  tax  ruling -that  it  denied  a  business  competitor  for 

competing  products.  \ 

\ 
Adoption  and  advocacy  of  the  new  APA  procedures  amounts  to  a  Service  invitation  to  large 
international  business  taxpayers,  "Let's  make  a  deal,  a  secret  deal,  about  the  method  to  be  used  for 
determining  your  income  taxes."  That  undercuts  the  appearance  of  integrity  and  even-handedness  that  is  so 
vital  to  public  acceptance  of,  and  voluntary  compliance  with,  our  tax  laws. 

This  problem  is  especially  aggravated  when  senior  Treasury  and  Service  tax  officials  publicly 
comment  on  the  high  tax  penalties  and  other  costs  that  may  be  suffered  by  taxpayers  who  fail  to  avail 


'RemMki  of  Mark  Dt«m  in  New  York  Gly  on  April  27, 1992.  u  rcporled  in  /  Tax  Manatmenl  Transfer  PHcint  Rtpon  4,  •!  25  (Mi)f 
1,  1992). 

'inlanalional  Business  Machines  v.  Vniled  Slates.  343  F.2d  914  (1965). 
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themselves  of  the  bcnefils  the  new  APA  procedures  can  offer.  Taxalion  by  secret  negolialioD  and  agreement 
instead  of  by  pre-publisbcd  rules  of  general  application  is  not  the  tradition  in  this  country  and  does  not 
comport  with  its  democratic  poUtical  values. 

We  also  strongly  urge  that  the  Service,  without  waiting  for  such  new  principles  of  law,  be 
compelled  legislatively  to  publish  sanitized  versions  of  all  APAs  from  which  confidential  and  sensitive  business 
information  has  been  removed  as  is  done  with  private  letter  rulings  of  the  Service.  However,  publication  of 
sanitized  APAs  can  only  be  a  stop-gap  measure  and  is  not  a  substitute  for  adoption  of  pre-published  rules  of 
general  application. 

13.  Problems  in  requiring  taxpayers  lo  bear  the  extraordinarily  heaiy  burden  of  proving  the 

Service's  arm  's-lenglli  pricing  adjuamenls  lo  be  arbitrary,  capricious  or  unreasonable.    (See  56  Tax  Notes  353.) 

III.         Alternatives  that  are  not  Solutions. 

A.  The  present  case-by-case  approach  of  the  U.S.  is  a  problem  to  be  solved,  not  a  solution,  and 
neither  it  nor  the  many  new  measures  adopted  for  its  enfortemenl  can  be  a  substitute  for  clear  and  pre- 
published  rules  of  general  application  that  arc  reducible  lo  numbers  needed  on  tax  returns. 

(See  56  Tax  Notes  353.) 

For  such  reasons,  we  submit  that  the  U.S.  Congress,  U.S.  citizens,  and  trading  partner 
countries'  government  and  citizenry  should  reject  the  U.S.  Internal  Revenue  Service's  quest  for  the  power  to 
continue  its  adherence  to  a  case-by-case  approach  to  the  exaction  of  income  taxes  in  this  area.  We  simply 
can't  afford  it.  Procedures  for  advance  pricing  agreements,  programs  for  stepped-up  enforcement  activities 
in  audit  or  in  litigation,  programs  for  intensified  information  reporting  or  exchange  of  information  among 
taxing  authorities,  cannot  function  as  substitutes  for  the  principled  new  rules  of  substance  that  are  so  badly 
needed  in  this  area.  1  recommend  that  senior  U.S.  Treasury  Department  officials,  the  President,  and  the  U.S. 
Congress  join  in  rejecting  the  Service's  request  for  no  legislative  action  lo  implement  sorely  needed  solutions 
to  the  costly  problems  in  this  area.  As  grounds  for  not  taking  such  action,  the  Service  has  urged  that  time  be 
allowed  to  field  test  (he  results  of  the  new  enforcement  money  and  powers  it  has  requested  and  been  granted 
to  proceed  on  a  casc-by-casc  basis.  I  believe  that  such  grounds  should  be  rejected.  Wc  don't  have  to  spend 
years  of  empirical  field  testing  and  millions  if  not  billions  of  dollars  lo  know  that  the  Service's  case-by-case 
approach  is  a  problem  that  the  public  interest  requires  to  be  solved,  not  embraced. 

B.  Proposed  new  Treasury  regulations  under  section  482,  intcDsify  rather  than  solve  problemi. 

In  their  presentations  to  the  House  Oversight  Subcommittee  at  the  hearings  held  in  April  of  this  year 
and  in  their  simultaneous  report  to  the  Cx)ngress  on  section  482,  Treasury  and  Service  policymakers  cited  their 
newly  proposed  substantive  regulations  as  one  of  their  administrative  steps  for  enforcement  of  section  482 
which  would  make  '[ajdditional  legislative  changes  .  .  .  premature  at  this  time."'"  I  disagree.  As  1  have 
developed  earlier,  the  proposed  regulations  do  not  even  purport  to  solve  the  core  problems  that  are  at  the  root 
of  the  major  difficullies  being  experienced  in  the  area.  We  suggest  that  statements  or  implications  lo  the 
contrary  should  be  dismissed  by  Congress.  They  instead  should  be  viewed  instead  as  a  declaration  by  Treasury 
and  the  Service  of  their  intention  to  continue  their  costly  insistence  on  permitliDg  only  their  arm's-length 
pricing  standard  to  be  used. 

C.  Unilateral  measures  offer  only  partial  solutions. 

As  we  have  noted  earlier,  some  of  Ihe  major  problems  under  the  present  system  can  be 
remedied  by  unilateral  action.  Thus,  we  have  noted  a  number  of  administrative  or  legislative  actions  that  could 
be  taken  unilaterally  by  the  Untied  Stated  which  could  effect  important  reductions  in  the  high  level  of 
difficulties  now  being  experienced.  As  wc  have  also  noted,  however,  some  of  Ihe  problems  under  the  present 
system  are  soluble  only  by  international  agreement.  Tin's  is  particularly  true  with  respect  lo  issues  concerning 
'fairness"  of  the  share  of  revenues  derived  by  each  of  two  or  more  countries  competing  for  taxation  of  income 
from  the  same  international  business  transactions.  Accordingly,  international  agreement  among  competing 
taxing  jurisdictions  is  required  lo  secure  more  than  a  partial  solution  lo  conflicts  among  countries'  substantive 
or  procedural  rules  pertaining  lo  allocation  of  the  base  for  taxing  income  from  international  transactions.  That 
is  Irue  whether  Ihe  rules  involved  relate  explicitly  to  exercise  of  jurisdiction  to  tax  income  on  the  basis  of  local 
source,  to  a  domiciliary  country's  obligation  to  cede  primary  jtHisdiction  to  another  country  of  source  by 
allowance  of  a  credit  against  tax  of  the  domiciliary  country  for  tax  of  the  source  country,  or  only  indirectly  but 
nevertheless  actually  to  a  domiciliary  country's  exercise  of  a  section  482-type  power  to  reallocate  taxable 
income  lo  business  units  that  are  taxable  as  domlciliarici  In  a  nionncr  which  conflictc  wilb  international  rules 
prescribing  geographic  source  of  that  income. 

To  some  ibis  point  is  obvious;  to  others  it  is  not.  Perhaps  thai  is  because  of  a  habit  in  the 
United  Stales  for  so  many  years  of  thinking  only  in  terms  of  what  the  U.S.  can  do  legislatively  or 
administratively  to  change  its  approach  lo  international  businesses  subject  to  the  U.S.  tax.  Whatever  the 
reason,  the  result  is  that  proposals  often  are  put  forward  as  alternatives  for  solving  problems  in  this  area 


'"1992  Treasury  Report,  it  'Execulive  Summuy',  item  (c). 
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without  recognition  that  they  can  be  only  partial  solutions  to  problems  which  require  international  agreement, 
lliis  is  true,  (or  example,  of  those  proposals  relevant  to  transfer  pricing  that  arc  in  the  H.R.  5270  that  are 
aimed  at  assuring  the  U.S.  its  '[air  share*  of  income  tax  from  international  business  transactions.  Our  tax 
policy-makers  in  the  United  States  need  to  understand  that  there  are  distinct  limits  on  what  can  be 
accomplished  by  just  talking  to  ourselves.  We  must  also  talk  with  our  trading  partners  if  we  are  interested  in 
establishing  iniernationally  agreed  standards  for  determining  the  fairness  of  respective  national  shares  of  the 
international  income  lax  base. 

D.  Intemational  agreement  on  rules  which  are  illusory  and  do!  readily  reducible  to  numbcra 

required  on  tax  returns  i(  not  a  solution. 

An  agreement  is  not  effective  to  bind  the  parties  and  is  not  enforceable  if  the  subject  matter 
of  the  agreement  does  not  exist.  The  agreement  is  illusory.  Obviously,  an  international  agreement  to  divide 
taxing  rights  by  reference  to  a  comparable  arm's-length  price  is  similarly  illusory  if  the  comparable  does  not 
exist,  or  if  it  exists  but  cannot  be  found.  Similarly,  an  agreement  is  not  effective  to  bind  the  parties  and  is  not 
enforceable  if  it  is  so  vague  or  ambiguous  in  meaning  that  arbitration  authorities  are  unable  to  accord  the 
language  of  the  agreement  an  interpretation  that  can  be  reduced  to  practice  in  a  way  the  parlies  can  fairly  be 
said  to  have  intended.  The  considerations  just  noted  are  relevant  not  only  to  the  binding  status  of  Treasury's 
arm's-length  pricing  interpretation  of  international  agreements  now  in  place  but  also  to  objectives  to  be  set 
regarding  the  content  of  new  international  tax  agreements  that  are  to  be  sought.  To  be  effective,  an 
intemational  agreement  to  divide  rights  to  taxation  of  income  from  intemational  business  transactions  should 
operate  by  reference  to  existing  and  known  factors  that  are  redudble  to  numbers  required  on  income  lax 
returns. 

IV.   Possible  New  Directions  for  Solutions 

Generally,  the  new  directions  we  suggest  to  reduce  problems  in  the  area  require  a  shift  in  the  U.S. 
policies  to  be  pursued  with  respect  to  each  of  ihe  core  problems  we  have  identified  above. 

A.  Rules  instead  of  no  rules  or  illusory  rules  -  Shift  away  from  a  system  having  inlentionally  vague, 

"in  Icrrorcm*  rules  or  no  rules  at  all  to  one  which  prcscrilics  definitive  rules  that  arc  readily  redudble  to 
numbers  required  in  lax  returns. 

Preferably,  the  task  of  providing  needed  rules  would  be  accomplished  to  the  maximum  extent 
possible  through  actions  by  Treasury  and  the  Service  to  amend  regulations  under  section  482,  to  publish 
necessary  revenue  rulings  and  revenue  procedures,  and  to  pursue  international  consultations  —  all  within  time 
constraints  commensurate  with  the  urgency  of  the  problems  presented.  The  Congress  is  neither  equipped  nor 
constitutionally  positioned  to  take  the  administrative  actions  descritjed  or  to  obtain  the  ensuing  multinational 
agreements  that  are  needed.  I^owever,  if  Treasury  and  the  Service  fail  to  act  Congress  should  set  deadlines 
and  enact  legislation  implementing  clear  and  workable  rules  that  would  be  an  appropriate  starling  point  for 
an  internationally  harmonized  regime."  Congress  look  action  with  respect  to  section  367  to  negate  the  case- 
by-case  approach  under  section  367.  If  there  is  a  continued  failure  by  Treasury  and  the  Service  to  abandon 
the  case-by-case  approach  under  section  482,  Congress  should  take  corresponding  action  as  needed  with 
respect  to  rules  under  section  482." 

U.  Abandon  intercompany  transfer  pricing,  focus  on  geographically  apportioning  combined  income 

tr  loss  -  Shift  away  from  requiring  focus  on  what  'price*  is  right  for  intercompany  transfers;  instead,  disregard 
such  intercompany  transfers  and  concentrate  on  geographically  allocating  combined  profit  or  loss  actually 
realized  by  a  controlled  group  from  arm's-length  transactions  with  uncontrolled  parties. 

The  new  substantive  mies  adopted  by  the  United  States  should  abandon  that  aspect  of  the 
approach  in  the  current  and  in  the  proposed  regulations  under  section  482  which  requires  an  attempt  to 
establish  a  hypothetical  tax  price  for  non-arm's-lcngth,  intercompany  transactions  among  members  of  a 
commonly  controlled  group  of  business  enterprises  or  a  constructive  operating  profit  for  a  given  party  selected 
as  the  tested  party  under  the  proposed  regulations"  These  new  rules. at  the  very  least  should  permit  use  of 
other  arm's-length  methods  which  do  not  require  resort  to  comparablcsor  construction  of  hypothetical  prices 
for  intercompany  transactions.  Thai  change  alone  would  do  more  than  perhaps  any  other  single  action  to 
reduce  mounting  problems  in  the  area,  and  it  can  be  unilaterally  and  quickly  effected  by  the  U.S.  Treasury 
Department  and  Service  by  amending  the  pending  proposed  regulation.  The  new  U.S.  rules  should  permit  and 


We  ck>  not  ilure  (he  view  reccnily  auribuled  to  former  Axsbtanl  Treasury  SecrcUry  Gideon  that  Congrets  has  few  allemalive  c 
of  action  Giber  than  a  formula  approach.  1  Tax  Management  Transfer  Pricing  Report  5  at  6  (May  13,  1992).  We  (htnk  it  would  b« 
preferable  for  Treasury  to  lead  Ihe  way.  If  il  oonlinues  not  lo,  however,  we  Ihink  there  are  many  options  open  lo  Congress  for  using  its 
powers  to  correct  direclions  of  Ihe  \JS.  |x>licy  in  Ihb  area  lo  move  toward  more  workable  methods  for  geographic  apporlionmenl. 

"5c«,  for  ezajnpte,  the  cofriments  of  Patrick  Heck,  House  Oventghl  Subcommillee  Assblant  Counsel,  made  before  a  oooferenoe  of 
the  American  Tai  Institute  In  Europe  held  !n  Paris,  ceponed  in  114  Daily  Toe  Report  (BNA)  C-1A2  (June  12,  1992). 

'niiis  does  not  mean  thai  an  arm's  length  standard  for  delermining  profit  or  loss  should  be  abandoned.  Taxable  profit  or  toas  b 
commonly  determined  by  tax  aooounling  methods  which  dbregard  transactions  among  related  parties  and  lake  account  only  of  transactioni 
at  arm's  length. 
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defiiM  meUiodi  for  determining  and  thea  allocallng  to  oounlrlei  of  louroe  the  combined  nrmVlenglb  ptofll 
o(  toa  nctualijr  derived  by  the  parilcipenu  to  o  oooUollcd  group  fiom  an  extemal  luleinallonal  battnen 
Uounctloa  (or  satie*  at  Iranucilona)  condaded  at  ann'i  length  with  in  unretaied  third  panj,"  The  now 
nilcs  ihould  aDthorize  a  cplit  of  the  puUeipant^  actual  (u  diillngujiihcd  from  a  oonstnialve)  arm'i-leiigth 
piofil  or  lou,  uihig  for  lite  split  dcflniUve|y  qiedlled  and  wdglited  fictora  Irom  among  rule*  of  aource 
detctilied  further  below.  The  mice  utcd  would  fix  lb«  gaogmphlcal  locale  of  the  particular  bugineH  notMtlaa, 
acseti,  portomiol  mnrfccts,  aad  other  (actor*  on  which  the  oouotiy  baaei  iti  claim  to  lam  a  portion  of  the  Income 
geoetalod  by  that  buiincu. 

C  Ntw  source  niUs  ~    Focui  on  developing  a  single,  new  let  of  uoified  MMirco  rule*  lor 

geographleally  allocating  profit  or  ion  on  terma  that  are  tlie  iame  for  a  bntiucn  wlietlicr  conducted  through 
its  brancbei  or  uioorpoiBtcd  nibjidiaiies  and  are  meihed  with  rulea  under  acction  4ti2  for  reallocaUon  of 
income  among  cnlitiei. 

'Ihe  Uallcd  Slatea  tbould  act  unilaterally  to  adopt  one  let  of  new,  mbdentlva  aource  tulea, 
properly  raeabcd  wiih  entity  reallocalioo  niiea  under  soctiou  482,  for  delenninhig  the  portion  of  net  income 
or  b»s  from  an  tnicroatloual  business  transaction  (or  series  of  such  trausactiuns)  that  it  will  ouniidcr  properly 
aUooable  to  various  countries  baviug  ooulaet  with  a  IransaclioiL" 

Recommended  Crllcria  for  New  Source  fiflles"  The  new  subslaulivc  rulei  adopted  by  the 
Unilod  Stales  fur  dctcrralabig  geographical  source  should  nialo  to  aO  lypca  of  Incnme  and  expeBditVM 
entering  into  delerrolnatlon  of  net  profit  or  teas.  The  new  rule*  sliould  provide  operating  rules  to  rcsohfe 
difneull  chusincation  questioos  that  frequently  arise  regardbig  llic  particular  source  rule  that  ii  to  govern 
allocaliun  of  that  Item.  'Hie  new  rules  (bould  apply  to  fix  geographical  source  for  |>ur|iose9  of  (i)  a  cuunti/a 
cxerdse  of  JuriulictioD  to  toi  on  tlic  basis  o(  source,  (11)  Its  allowance  of  credit  for  another  connti/s  tax  on 
iucomc  from  sources  hi.lbe  other  country,  and  (lUI  its  exercise  of  4824ype  powers  to  rcallocale  bioorae  to  an 
cutiiy  il  lazes  on  the  bosis  of  ualbnnlily  or  domicile.  Hie  new  rule*  should  allocate  the  combbicd  net  fatcome 
(or  loss)  of  the  conlrnllcd  group  from  each  traasadloa  wHh  an  faidependent  third  |uuty  by  refcreace  to  a  set 
uf  apedlle  factors  whose  relative  weights  arc  spcdOed  and  whose  meaningi  arc  ailTiclcntiy  clear  to  be  reducible 
to  unmbcrs  required  on  tax  relumx.  Ilie  factors  should  call  only  Cor  fluaodol  data  ihal  sliouM  be  readily 
■vailablo  to  any  properly  managed  busiucs*. 

Unlike  many  of  the  odstiog  U.S.  source  rules,  the  new  rules  sliould  focus  not  on  legal 
fncnulliics  but  on  the  geugrapliic  IocbIo  oI  the  buslncsi  ocUviUes,  assets,  personnel,  markets,  and  other  factors 
that  are  actually  invohrcd  in  producing  (be  business  income  or  loss  to  be  allocaled.  'lliese  criteria  shoukl 
prevent  taxpayers  --or  taxing  authorities  -from  fbdng  source  by  reference  to  atbilraty  factors  which  hide 
eoonomic  reality  and  which  arc  open  to  manipulation  for  lax  puquscn.  'Ihus,  wc  suggest  that  the  factor*  so 
far  as  iwssible  iguure  k:gal  fomiallllcs,  such  u  place  of  pauage  of  legal  title  to  goods  or  place  ol  hi 
corporalion  or  organization  of  a  business,  whicli  ore  open  to  manlpulalion  lor  tax  pur|>oscs.  °lhe  factors  also 
alinuld  not  include  ones  that  arc  uullkcly  to  be  acceptable  by  other  countries  as  a  reciprocally  applicable 
standard  for  gcogrspldc  allocation  of  the  International  lacome  tm  base.  In  olhcr  words,  the  ucw  luks  also 
should  have  a  realistic  prospect  for  gaiuhig  Interaalloual  aeccplnuce  by  olhcr  countries,  es]>echdly  Ikose  that 
are  major  trading  partners  of  Ifae  UJi.  VS.  aouico  rules  which  fall  to  take  account  of  aiajor  rcvcauo  and 
luleruol  politkaU  interests  of  trading  partner  countries  are  likely  to  foster  laletnatkinal  conflict  and  double 
taxation  and  to  be  luutablo  due  to  their  (allure  to  do  their  job. 

U.         MulllnaUoiuU  agnanml  on  harnioniitd  source  rtdes  ~  l^ocus  on  forntubiling  and  obtoliibit  Uie 


11m  S|i|injsdi  ti  ucd  in  s  Umflfid  ooalezi  in  ledioil  2t)3  of  II JL  5270.  7h«  iUSS**l**l  oooocfit  oT  Ircatins  an  cntirs  ooalfotkd  pcvp 
m  a  iln|lo  eolUr  (w  ladi  •  dssls  porpoK  li  ksidy  a«w  to  Iks  In  law.  IWra  •Imdir  sro  vsrioui  rroMloM  yuder  wliick  (I)  tM«<il 
njicMe,  (U)  sJI  eipMnel  (uUicr  thu  blersa)  *Weli  srs  sal  41raaly  tlloaUe  oi  appcHkined  tu  si^  f^dCc  inoume  fniiaamf,  tdMtf, 
and  (il)  oortain  lescaidi  and  ilnda|nKsnl  apendilaKf,  an  lo  Ix  deumiaul,  allocaled  and  ajiiiailloMd  •>  l(  aH  of  ika  iiianl>s>a  id  an 
■•Oillaled'  sroap  iMrt  >  ilniU  corpcnlkia.  Sn  l.ltCIt  163  0)(6K<i).aM(aK')  >^  t*>-  •<«■  >^(0(^)'  '*^*'  lUI^Uoa  ia ako  aaalofciw 
10  fha  approach  tucd  in  dclcnainlaB  (bo  ooaibload  latabla  laaoma  from  a  |W*B  tfOMicliun  of  a  finciiia  naki  ourporntloa  (l€C)  or  (be 
earSar  domMllo  iolfmaiional  lalas  ootpurmliufi  (IMSC)  and  ita  nlalad  ■ippScr.^.11»,  uoion  101  of  ILR.  S2T0  provMu  Iballaipiyeta 
majr  lalia  ialo  aooouni  llw  ixliinsl  aapooica  and  aaula  oT/Smdn  niblidkliea  lor  puffiaaa  of  allocalins  and  appuclionias  Manilt  dpemw 
balwaan  *•«••  iacoaa  rtoin  U.S.  loaraaa  and  (<ir«l(B  aoaoaa.  \ 

FurUw,  letSInn  201  of  II.R.  S270  ooaU  guicialljr  rapaal  dafarTal  on  oooUoUed  fofoltn  ootpOfalioaa  b;  Iraatlng  ai  «lb|ian  I'  iaceaM 
(eoanllr  all  ol  a  ooauoUad  lonlss  ootpOfallooV  mnif^  ood  ftdBu  far  Uw  UiaUa  yssl. 

Tha  Saivloa  alreadr  Ka<  Ilia  po<ni>  lo  re<|ulra  rotal|n  aa  wal  ai  tfonwatla  anllUa  lo  ii|ian  UK  infannallon  aad  lo  fatoUi  Oia  rooonk  llial 
an  naadaj  lo  aadk  Iba  ooaiblacd  laaaLla  biam*  Ol  km  rapoitad  bgr  Uw  liipayti.   Stt,  <«,  LH.C4t«03S>  Ca3BA,  NUSII  and  60MC 

"Saeiloa  20)  <4  il  JL  3Z10,  moM  do  Uwi  la  •  Ibakad  ooaMsl  (or  UJL  ui  pwpoM*. 

"Wa  do  sol  alMnpl  hera  lo  ilaU  ipeeino  iubtlaalin  luiit  lor  il  Ika  sHidinad  «m  lowoa  niica  an  rMminiend.  Wa  lUak  dial 
raqiltM  eenpbllon  d(  a  lobiUalltl  Biaoaal  of  rN«*reh  inik  (tspadalf  ea  lonlia  liM  snd  praalloBt)  and  InlamaUoMaeomultsllea  «hkdi 
lau  Dal  yat  haaa  aaoomiilUkad.  DaU  VMahham  kaa  hasaa  anrk  so  a  aellaboiaiKia  laaank  pnfao  loakUn  lo  hnMiklloa  oT  a  dnO 
iateoaUoiial  asrccmeal  wlikch  wiH  provide  propoacd  tubflaallva  rata*  for  t*oS'*l'laa  allooatina*  to  lootc*  and  proaodiwal  rale*  for 
reaoMos  liauea  aaung fxwnirka  wklch  arbo  la  ialerpiclaliati  aad  appfioalloa  lo ipceiTw mmi  ol  iho  wbttaaliva  loareei  and  cvlaled  ruka 
ooacamisi  a  party  ouaaby^  ncicln  U  JuiiuUclloa  u  las  iMamaUoMl  tnasadloat.  LadJng  Ibo  piodua  of  Ihe  aonaldciabla  *eik 
taqalrad  la  Ikal  projacl,  a>a  link  ounalvM  Lara  to  tvaial  arHark  m  laoonnaad  tor  modilM  now  aouroe  nihsa. 
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Deeded  mullioalional  agrecincDt  on  rules  (or  harmonizing  and  resolving  conflicts  among  compeling 
mullinalional  tax  claims  to  income  (rom  inlemalional  sales  of  goods  or  services,  especially  (a)  substantive 
treaty  rules  (or  geographically  sourciog  or  allocating  profit  (or  loss)  among  competing  tax  jurisdictions  and 
(b)  procedural  treaty  rules  establishing  a  framework  (or  resoWing  conflicts  among  multi-natioDal  interpretations 
and  applications  to  specific  cases  of  substantive  sourcing  and  jurisdictional  rules. 

Tl.e  United  States  should  take  the  initiative  to  formulate  and  to  secure  mullinalional 
agreement  to  a  single  new  set  of  deruiilive  rules  for  geographically  allocating  to  source  any  income  or  loss 
derived  from  an  inlemalional  business  transaction  or  series  of  lliem,  including  arm's-length  income  or  loss 
derived  by  a  controlled  group  from  transactions  involving  two  or  n)orc  members  of  a  commonly  controlled 
group.  Preferably,  this  would  be  acconipUslicd  through  a  single,  multilateral  treaty  to  which  agreement  would 
be  sought  by  all  nations  having  significant  inlemalional  business  transactions  and  which  would  enter  into  force 
with  respect  to  each  signatory  country  as  it  agrees.  However,  if  no  other  route  is  feasible,  this  could  be  done 
through  a  network  of  bilateral  tax  treaties,  or  even  through  international  executive  agreements  for 
implementing  reciprocity  as  to  source  rules.  Tlie  Treasury  Department  should  pursue  this  objective  by 
developing  a  new  draft  treaty  to  provide  source  rules  of  the  kind  described,  after  appropriate  consultations  with 
representative  tax  officials  of  countries  which  arc  trading  partners  of  the  United  States,  and  through 
appropriate  channels  should  request  the  OECD  and  the  United  Nations  to  initiate  similar  work. 

Any  model  treaty  and  any  multilateral  or  bilateral  treaty  provide  (i)  for  binding  arbitration 
to  resolve  any  disagreements  between  two  competent  authorities  and  (ii)  for  the  publication  of  the  arbitrator's 
decision  and  reasoning.  Any  such  treaty  should  also  provide  that  a  taxpayer  requesting  the  assistance  of 
competent  authorities  has  the  right  to  participate  in  the  deliberations  with  tlie  competent  authorities  of  any 
other  jurisdiction  involved  in  the  dispute.  Members  of  the  European  Community  have  agreed  to  a  convention 
that  provides  for  binding  arbitration."  The  new  income  lax  treaty  between  Germany  and  the  United  States 
provides  for  arbitration,  but  not  for  binding  arbitration."  The  decisions  of  some  international  tribunals  or 
bodies  are  made  public.  That  includes  the  decisions  of  the  International  Court  of  Justice  and  the  decisions 
of  the  Iranian  -  United  States  Claims  Commission.  Sunshine  can  be  therapeutic  It  imposes  a  cerlain 
discipline  on  all  concerned.   It  should  be  emulated,  not  shunned. 

Any  such  treaty  should  aiso  provide  (i)  that  the  decision  and  the  reasoning  of  the  competent 
authorities  be  made  public,  and  (ii)  that  any  failure  to  reach  agreement  be  reflected  in  a  published  document 

Our  recommendation  of  a  multinational  agreement  is  certainly  not  new.  It  was  made  in 
December,  196S,  even  before  the  then  proposed  regulations  were  issued  in  1966,  by  the  Treasury's  Assistant 
Secretary  for  Tax  Policy,  Stanley  Surrey." 

In  August  1990,  the  United  Kingdom,  through  its  then  Chancellor  of  the  Exchequer  and  Prime 
Minister  John  Major,  invited  the  United  States  to  join  in  seeking  multilateral  rather  than  unilateral  solutions 
to  problems  of  possible  tax  avoidance  by  multinational  corporations;  and  not  long  afterward  U.S.  Treasury 
Secretary  Drady  announced  U.S.  acceptance  of  that  invitation  from  the  United  Kingdom  as  well  as  a  similar 
invitation  from  representatives  of  West  Germany. 

We  believe  tlial  the  enormous  amount  of  time  and  effort  now  devoted  to  implementing  the 
advance-pricing  agreements  and  that  wrill  be  necessary  to  attempt  to  collect  the  third  party  information 
necessary  under  the  proposed  regulations  or  on  audit,  in  a  continuation  of  a  case-by-case  approach  would  be 
better  spent  in  reaching  agreement  with  the  tax  authorities  of  other  countries  in  a  multilateral  treaty  on  the 
geographic  source  of  income,  to  thereby  provide  greater  certainty,  in  advance,  to  all  taxpayers  and 
governments.  The  time  and  effort  now  devoted  by  the  Service  or  Treasury  personnel  to  persuading  a  given 
foreign  tax  authority  to  agree  on  a  single  advance-pricing  agreement  applicable  to  a  single  taxpayer  and 
members  of  its  control  group  for  a  limited  period  of  years  could  and  should  be  directed  instead  to  reaching 
agreement  on  source  rules  applicable  to  all  taxpayers  and  to  all  governments  involved. 

Tlie  U.S.  Treasury  Department  has  the  opportunity  to  take  the  initiative,  to  seek  a 
multinational  agreement  on  the  geographic  source  of  income.  It  should  seize  that  opportunity.  A  unilateral 
approach  will  not  suffice. 

DALE  W.  WICKHAM   \ 


Section  3  of  Ihe  'Convenliofi  on  lh«  Elimination  of  Double  Tualion  in  Connedion  with  the  AdjusCmcnl  of  Pronti  of  AsKKUtcd 
Enlcrprisei.'  3}  OITicid  Journal  of  Ihe  European  Communilies  19.  L225/10  (90/463  EEC)(Augusl  20. 1990).  Set  in  particular  Arliclei  7 
and  12  of  ledion  3.  All  12  member  itilet  of  the  EC  itgned  it.  E«ch  mull  ratify  it  under  ilj  reipeclive  raliftcalion  procedures.  Under 
Article  18.  the  convention  will  enter  into  force  on  the  tint  day  of  Ihe  third  month  following  that  in  which  Ihe  instrument  of  ratification 
is  deposited  by  the  last  signatory  to  ratify  it.  Set  John  Turro,  "EC  Arbitration  Treaty  lo  Provide  Solution  to  Transfer  Pricing  Disputes.' 
J  Tax  Naa  litlemolional  479  (May  1991). 

"Set  Article  25(5)  of  that  treaty.  Convention  for  the  Avoidana  of  Double  Taiation,  Aug.  29,  I9S9,  Germany  ■  VS.,  Art.  25(5),  _ 
TJj\.A  _.  S.  Treaty  Doa  No.  101-10.  lOlit  Cong.,  Jd  Seat.  (Feb.  5.  1990) 

"See  our  article  in  56  Tax  Notes  339,  at  361. 
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VII.  ALLOCATION  OF  INCOME  BETWEEN  RELATED  FOREIGN 
AND  DOMESTIC  ORGANIZATIONS 

(Sec.  6  of  the  bill  and  sec..4<52  (b)  of  llje  code) 

A.  Reasoiisjor  proinsioji, 

Under  present  law,  foreign  t-orporations  which  are  controlled  bv 
domestic  corporations  or  otncr  persons  are  not  taxed  by  the  United 
States  on  their  foreign  source  income.  Thus,  United  States  imposes 
no  tax  with  respect  to  the  profits  of  such  a  corporation  when  thf-y 
are  earned  although  it  does  impose  a  tax  on  the  domestic  sharehoiderj 
of  this  c^uporation  when  they  receive  dividend  distribations  froin  U. 
This  taxation  at  the  time,  of  distribution,  rather  than  at  the  time  the 
income  is  citrned  by  the  foreign  corporation,  has  be(X)me  known  as 
"tax  deferral.  "  U'S.  corporations,  it  is  believed  may  sell  (.^'(jods  to 
their  controlled  foreign  subsidiaries  at  less  than  a  fair  price  to  avoid 
a  U.S.  ta.x  01)  what  should  be  their  full  profit  for  such  sales  Sunilarly, 
in  other  cases  it  is  believed  that  foreign-controlled  subsidiaries  have 
sold  goods  to  their  domestic  parent  at  more  than  the  fair  market 
price.  The  effect  oi  such  transactions  is  to  understate  the  taxable 
mcome  of  the  domestic  corporation  subject  to  U.S.  tax  and  to  over- 
state the  inc.ome  of  the  fort-ign  subsidiary.  Thus,  to  the  extent  the 
US.  tax  rale  i.-;  above  that  imposed  by  the  foreigii  country  or  country 
involved,  tax  d;'ferral  is  achieved  with  respect  to  this  diverted  income 
durin,:i  the  period  of  time  the  income  is  held  abroad.  The  Secretary 
of  the  Treasury,  in  his  testimony  last  year  on  this  subject  stated: 

This  is  not  simply  a  question  of  allocating  the  profits  of 
foreign  operatious  to  tux  haveii  countries.     It  is  a  problem 
that  figmftoaptly  affects  U.S.  taxation  of  domestic  profits 
The  technique  that  is  used  for  diverting  profits  from  one 
eonipany  to  another  among  European  afniiates  is  also  u.^od 
to  divert  income  from  U.S.  companies  to  foreign  affiliates. 
lucoDTe  that  would  normally  bo  taxable  bv  the  United  States 
is  thxowD  into  tax  haven  companies  with  the  object  of  oh-     / 
taining  tax  defexral.     This  is  done,  for  example,  by  placing  m      • 
a  SNviss  or  Panamanian  corporation  the  activities  of  the  efp')!^ 
division  of  a  U.S.  naanufncturing  enterprise.     A  very  sub- 
stantial volume  of  exports  is  required  merely  to  olTsct  the     ;> 
loss  m  foreign  exchange  which  the  retention  abroad  of  cxpui'l'    ' ' 
profits  entails,  "  ' 

Present  law  in  section  482  authorizes  the  Secretary  of  the  '^^^^^^^ 
to  allocate  Income  between  related  organizations  where  he  ^.^'•^'"'\r3 
this  allocation  is  necessary  "in  order  to  prevent  evasion  of  .'■'^'^^^ 
clearly  to  reflect  the  income  of  any  such  organizations.''  ifi^i^ 

sion  appears  to  give  the  Secretary  the  necessary  authority  to  *''2ui!i- 
income  between  a  domestic  parent  and  it«  foreign  subsidiary.  ^ 
ever,  in  piactice  tlio  difliculties  in  determining  a  fair  P"^"*"'. ",?  vLk^ 
provision  severely  limit  the  usefulness  of  this  power  cspc'iiuly  ^■ 
there  are  thousands  of  different  transactions  engaged  in  '.".a*  ^ 
domestic  company  and  its  foreign  subsidiary.  ,    y^. 

Because  of  tho  ditti(.'ulty  in  using  the  present  section  '*'^'''/tM 
committ'^e  luii  added  a  subsection  to  this  provision  autlion/i  r  ^ 
Socretury  of  the  Tr«'asury  or  his  delegate  to  allocHte  mcotiu         .^ 
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case  oi  sales  or  purchofees  btt,vYeen  a  U.S.  corporation  and  its  controlled 
foreign  »ubsiclii\ry  on  the  basis  of  tlic  proportion  of  the  assets,  com- 
]>en!»nion  of  tho,  ofticei"s  and  emuloytes,  and  ndvertising,  selling  and 
Sivlwi  promotion  esnenses  Rttributnble  to  tlie  United  States  and 
attributable  to  the  loreign  Country  or  countries  involved.  This  will 
enabW  the  Secrf  t.<iry  to  make  an  allocfttion  of  the  taxable  income  of  tije 
group  involved  (to  the  extent  it  is  attributable  to  the  sales  in  question) 
where  IS  in  the  past  under  toe  existing  section  482  he  has  attempted 
only  to  determine  the  fair  rriarket  sales  price  of  the  goods..in  question 
and  biuld  up  from  this  to  the  ta.xabic  income — a  proces-s  much  more 
difficult  find  requiring  more  detailed  computn lions  than  the  allocation 
rule  permitted  by  this  bill. 

The  bill  provicles,  however,  that  the  allocation  referred  to  will  not 
be  used  where  a  fair  market  price  for  the  product  can  be  determuied. 
It  alscj  provides  that  other  factor?  besides  those  named  can  be  taken 
into  account.  In  addition,  it  prorides  that  entirel}--  different  alloca- 
tion nlles  mav  be  used  where  this  can  be  worked  out  to  mutual  agree- 
ment of  the  'treasury  Department  and  the  tnApayor. 

B.  Genenil  eiplanation  oj  provision 

The  bill  adds  a  new  sub.section  (b)  to  the  provision  of  existing  law 
(sec.  4S2)  authorizing  an  allocation  of  income  between  corporations 
(or  other  persons)  controlled  directly  or  indirectly  by  the  same  inter- 
ests. [The  new  subsection  applies  only  to  sales  of  tangible  property 
within';!  g:ronp  wb.\-e  ore  of  tl'e  organizations  i;;  domcitjc  and  another 
is  foreikii  (however,  there  may  be  more  than  one  domiiSiic  or  moro  than 
one  foreigri  orgaiuzution  involved)  but  only  where  the  organizations 
are  owned  or  controlled  dii'ectly  or  indirectlv  by  the  sanie  interests. 
In  suchj  cases  the  .Secretary  of  the  Treasury  orliis  delegate  is  authorized 
(but  not  .required)  10  allocate  the  inconie  of  tbc  group  arising  from 
thciie  sale?  under  the  allocation  rule  described  below.  Nevertneless, 
this  all  ^cation  rule  is  not  to  apply  wberf  the  taxpayer  can  establish  an 
arra's-lpnjijth  price  for  the  goods  in  question 

Und(  r  the  general  allocation  rule  provided  by  the  bill  tlie  S-rretary 
or  his  lel^gate  is  to  allocate,  the  income  between  the  United  States 
organization  and  the  foreign  organiiiation  on  the  basis  of  the  propor- 
tion ofj  the  assets,  the  compensation  of  officers  and  employees  and 
the  advertising,  selling  and  sales  promotion  e.vpenses  ol  the  group 
which  ^m  one  hand  arc  not  attributable  to  the  l.'nitcd  States  and 
which  en  the  other  hand  are  attributable  to  the  United  States.  For 
this  purpcse,  only  those  assets,  that  compensation  and  those  sales, 
etc.,  evierscs  which  are  attributable  to  the  property  so  sold  or  pur- 
chased ire  (o  be  taken  into  account. 

The  allocation  need  t;ot  be  bas'^d  upon  the  above-mentioned  factors 
alone.  The  pruvi.sioa  specifically  aiithorizes  the  inclusion  of  other 
factors  iiuch  as  special  laks,  if  any,  of  tlie  market  in  which  the  product 
is  sold.  In  addition,  if  the  tavpnyer  or  the  S.^crettirv  or  his  delegate 
can  work  out  some  oih^r  m  it\ially  agreeable  method  of  allocating 
income  j  this  alternative  method  is  to  be  used  instead  of  the  rule 
referreti:  to  above. 

Geneijally.  the  value  of  the  assets  to  be  taken  into  account  in  the 
allocation  xnethod  is  to  bo  the  adjusted  basis  of  these  assets  in  the 


hands  oi 
tions,  a 


the  taxpayer.     However,  in  the  case,  of  some  foreign  corpora- 
U.S.  concept  of  adjusted  basis  for  assets  may  be  difficult. 
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if  not  impossible,  to  compute.  In  such  cases,  their  book  valu(?3  may 
be  used,  adjusted  to  the  extent  feasible  to  approximate  adjustf  d  basis. 
The  assets  to  be  included  in  this  allocation  formula  are  real  property 
and  tanfpble  personal  ppiperty  except  inventory  and  stock  in  trade. 
In  addition,  real  property  and  tangible  personal  property  which  are 
rented  arc  to  be  taken  into  account  for  this  purpose. 

As  indicated  previously,  the  allocation  meJiod  described  above  i^ 
not  to  apply  to  any  sole  where  the  taxpayer  can  establi-sh  an  arm's- 
length  price.  An  arra's-len;^h  price  for  this  purpose  can  be  established 
under  either  of  two  procedures.  First,  the  taxpayer  can  doterraine 
the  arms-length  price  by  establishing  the  price  at  which  similar  or 
comoarable  propertj^  is  sold  in  the  same  general  marketing  area.?  to 
unrelated  persona  either  by  the  taxpayer  or  by  third  parties,  if  the 
conditions  of  sale  are  similar.  Second,  if  the  ta.rpayer  cannot  deter- 
mine  such  a  price,  nevertheless  he  may  still  establish  «m  ann'sj-length 
price  by  taking  the  pnce  at  which  similar  or  comparable  property  is 
sold  in  either  the  amue  or  other  market  areas  where  the  marketing 
conditions  or  quantities  sold  may  be  different.  In  such  cosee  such  a 
price  can  be  u.sed,  but  only  after  adj.ustment  is  made  for  the  material 
differences  in  area,  quantity,  or  in  marketing  conditions  (including 
cu.stom  duties  and  transportation  costs)  and  in  any  other  relevant 
factors.     Moreover,  these  adjustments  must  be  detemiinable. 

The  bill  provides  that  the  Secretary  or*bi3  delegate  is  by  regulations 
to  set  forth  procedures  which  are  similar  in  principle  to  those  specified 
above  which  are  to  be  applied  where  one  of  the  organizations  in  the 
group  receives  a  sales  conirnis.sion,  rather  than  actually  receiving:  title 
to  goods  and  then  selling  them.  The  bill  also  provide.?  in  the  case  of 
"sham"  or  "paper"  coi-porationsi  that  no  amount  is  to  be  allocated  to 
a  foreign  corporation  under  this  formula  if  its  assets,  personnel  and 
office  and  otner  facilities  outside  of  the  United  States  are  grossly 
inadequate  to  provide  for  its  activities  outside  of  the  United  States. 

The  bill  also  provides  that  the  Secretary  or  his  delegate  may  require 
the  ta.vpayer  to  furnish  information  which  may  be  'reasonably  sup- 
phed"  to  the  e.xteni  this  information  is  needed  to  apply  the  allocation 
rule  referred  to  above  which  makes  use  of  assets,  compensation  and 
selling  e.'qjenses.  Failure  to  supply  this  infonnation  can  lead  to  tbe 
Secretary  or  his  delegate  allocating  all  of  the  income  to  the  United 
States. 

The  bill  also  provides  that  where,  under  the  allocation  rule  set  forih 
in  this  provision,  income  is  allocated  to  the  domestic  coi-poration  wLicb 
bad  .h'''«?»  s^hject  to  foreign  income  ta.xes  in  the  hand?  of  the  foreign 
corporation,  fLe-"c  foreign  ta.xes,  hke  other  expense.*;  relatt'd  to  tb« 
iric'uie  rcrtllocatiofi,  are  to  be  attributed  to  the  domestic  corporation. 
Thus,  if  the  domestic  corporation  is  claijning  a  foreign  tax  '^''"^"j,' 
rather  than  taking  a  deduction  for  foreign  taxes  a  foreign  tax  credit 
will  be  availablt!  with  respect  to  this  transferred  tax  as  well.  "'^ 
ever,  the  income  so  reallocated  for  purposes  of  the  overall  or  p<» 
country  limit  is  not  to  be  classified  as  foreign  income.  .  «•' 

This  provision  is  to  apply  with  respect  to  taxable  years  bcgiiio"^* 
after  December  .?!,  1962. 

■'f  . 
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,drenthetical  matter  quoted  in  the  preceding  sentence  would  U 
changed  to  "(including  n  reasoaablt?  aUo*'«nce  ?or  amounts  cxn^odlj 
for  meal?  and  lodging)".  Uoder  Senate  Rmendment  No,  41  |«jl 
parenthetical  matter' woviTd  be  changed  to  "(including  amounu  <? 
pended  for  meals  and  l<xlgiug  other  "than  amounts  wh'ich  are  Itvvi 
or  extravajgant  under  tlie  circumstances) ".    The  House  re^d«i 

Amendment  No.  42  I.'nder  the  bill  as  passed  by  the  Hoiwe  Ut« 
amendments  made  by  the  bill  with  respect  to  the  disallowunce  «< 
certain  entertainment,  etc.,  e.xpo.niHs  \7ere  to  apply  with  rpspcci  u 
taxable  years  endint;  after  June  .30,  196'i,  but  only  m  respect  of  poriodi 
after  such  date.  L'nder  Senate  ameadjiient  No".  42,  the  amendnicftU 
are  to  apply  with  respect  to  taxable  years  endin?  after  December  31, 
1962,  bvit  only  in  respect  of  periods  after  such  date.  The  IIoi*« 
recedes. 

AMOUNT    or    DISTRIBUTION    Wriii.RE    CERTAI.V    FORKIGN    CORP0n.vno\$ 
DISTHIBUTE   PfjOt'tRTY  IX   KIND 

Aiiicndment  No.  4?. :  Subsection  (d)  of  section  5  of  the  bill  aa  puMij 
by  the  House  would  amend  seodon  902(a)  of  the  code  (rplatinp  (9 
credit  for  foreign  taxes)  to  provide  that  for  purposes  of  section  902  (•) 
and  (b)  the  amount  of  any  di.stribntion  in  property  oth*r  than  money 
is  to  be  determined  under  section  301(b)(1)(B)  of  the  code  Under 
section  301(b)(1)(B)  the  amount  of  a  disti'ibution  of  property  U)  • 
corporate  shareholder  is  the  lesser  of  (1)  the  fair  market  Talue  of  «uek 
property,  or  (2)  the  adjusted  basis  of  such  property  (in  the  haQ(l«o( 
the  disiributLog  corporation  immediately  before  the  distributioo). 
Senate  amendaient  No.  43  strike^  out  subsection  (d)  of  section  5  ^ 
the  bill.     The  House  recede.?. 


AMENDMENT   TO   SECTION   482    OP   THE   IKTKRNAL   REVENUE  C00« 


SUM 


Amendmeiit  No.  45:  Section  <?  of  the  bill  as  passed  by  tho  Ho 
amended  section  482  of  the  code  (relating  to  allocation  of  income  i , 
deductions  among  taxpayers)  by  designating  the  existing  te.xtas«^ 
section  (a)  and  by  adding  a  new  subsootion  (b)  to  provide  speciul  nu* 
for  allocating  taxable  income,  ari.suijj  from  sales  of  taneiblc  propeny 
within  a  related  gioup  which  includes  a  foreign  organization,  aroonf 
the  member?  of  the  group.  The  allocation  was  to  be  Wfldo  by  W* 
Secretary  of  the  Tre;v?ury  or  his  delegate  by  taking  int.©  considpraUO* 
that  portion  of  the  factors  listed  in  the  bill  which  is  attnbutuoie  «• 
the  Lnited  States  and  that  portion  which  is  not  attributable  ww» 
United  States.  The  bill  also  permitted  consideration  of  other  '*J^ 
(including  special  risks,  if  any,  of  the  market  in  which  the  P^'P*^'!'- 
sold).  If  the  taxpayer  estabUsbcd  to  the  satisfaction  of  the  ^*^^'j^^ 
or  bid  delegate  that  a.n  alternative  method  of  allocation  <^''-'*^^jj^ 
fleets  the  income  of  each,  member  of  the  group  ^'^h  respect  w. 
property  in  question,  tlie  alternative  method  was  required  to  ''*' rJJJj 

Senate  amendment  No.  45  strikes  out  section  6  of  the  bill  as  P 

by  the  House.  ,     i    i     llo»^ 

The  House  rocedeij.  ThcHC^^nferees  on  the  part  of  both  t''*'  "jj  ^ 
and  the  Senate  believe  that  the  objectivr-s  of  section  6  ^  (l^^xtt*" 
passed  by  the  House  can  be  ai^ooiuplished  by  amendment  of  w  ^^ 
lations  under  nresent  section  4S2.  Section  4S2  already  ^■"""^'  .HociU 
Authority  to  tJic  vSecretary  of  the  Treasury  or  his  delegate  to  • 
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11471;/^  J         . 

'jjjcome  nnd  deductions.  It  it  beUcvtM;!  thnt  the  Trcarury  should  ex- 
plore tiie  possibility  of  developing  and  promulguting  regulations  under 
jiiis  fiuthority  which  would  provide  ndditionnl  guidelinci  and  forniMlas 
/or  the  allocation  of  income  and  deductions  in  Cflse?  involving  foreign 
income. 

r 

PISTRIBUTIONSJ    OF     FOR«rON    PERSONAL     HOLPJ.VG     COMPANY     INCOME 

^  ■ 

I  Amcndmentj  No.  46:  Section  7  of  the  bill  as  passed  by  tb^  House 
ftDicndwd  section  552(ft)  of  the  code  to  substitute  a  20-percent  ^toss 
iocome  requirijment  for  the  requirement  now  contained  in  the  defini- 
tion of  a  foreign  personal  holding  eompanv  thai  more  thap  GO  percent 
(or  50  percent]  in  certain  case?)  of  its  gross  income  consist  of  forcigu 

S-  orsonal  holding  company  income.     Such  section  7  also  atnendwd  the 
efjnition  of  "undistriouted  foreign  pei*3onal  holding  company  income" 
'contained  in  section  556(a)  of  the  code  to  mean  ta.vable  income  (ad- 
justed as  projrided  by  existing  law)  if  the  foreig'n  personal  holding 
company  iuco'me  exceeds  SO  percent  of  the  company's  gros.-  income, 
and  to  mean  a,  proportionate  part  of  such  ta.xablc  iricon.e  if  the  fore-ign 


ag  company  iaconie  does  not  e.xceed  SO  percent  of  its 
gross  mcome. 
Senate  amendment  No.  46  strikes  out  section  7  of  tbe  bill  a?  passed 
The  House  recedes. 


■personal  hold 
gross  income. 

,  Stinate  ame 
by  the  House 


MUTUAL  SAVINGS  B.'lNKS,   ETC 


Aaiendmen,t  No.  4S:  The  bLU  as  passed  by  both  thp  House  and  the 
Senate  amends  section  593  of  tb(?  code  to  provide  rules  relating  to 
reserves  for  Wssos  on  loans  by  mutual  pavings  institutions  listed  in  the 
bill.  Subsecjion  (b)(1)  of  the  amended  section  59.3  prescribes  the 
method  for  determiDing  the  reasonable  addition  for  the  taxable  year 
to  the  reservl  for  bad  debts  under  section  166(c)  of  the  code  and  also 
specifies  the  reserves  to  which  such  addition?  aj-e  to  be  made.  Such 
reasonable  audition  is  the  sum  of  two  amounts — (I)  the  amount  dcter- 
ro.ined  under  section  166(c)  to  be  the  reasonable  addition  to  the  reserve 
for  losses  ouinonqualifying  loans,  plus  (2;  the  amouut  deterrnmed  by 
the  taxpayer  to  be  a  reasonable  addition  to  the  reserve  for  losses  on 
qualifying  thaI  property  loans  (but  the  amount  so  determined  by  the 
taxpayer  is  ifot  to  exceed  the  amount  dcteraiined  under  pare.  (2),  (3), 
or  (4)  of  sec  593(b),  whichever  amount  is  the  largest).  Senate  amend- 
ment No.  4{|  adds  a  further  limitation  providmg  that  the  amount  of 
the  addition  fo>'  a  taxable  year  to  the  reserve  for  losses  on  qualifying 
real  property  loans,  when  added  to  the  ariDount  of  the  addition  to  the 
reserve  for  losses  on  nonqualifying  loans,  shall  in  no  case  be  greater 
than  the  aiijount  by  which'^2  percent  of  the  total  deposits  or  with- 
drawable accounts  of  depositors  of  the  ta.\payer  at  the  close  of  such 
year  exceeds  the  sum  of  it?  sui-plus,  undivided  profits,  and  reserves  at 
the  beginnipg  of  such  year  (talcing  into  account  any  portion  thereof 
attributable-'  to  the  pejiod  before  the  first  taxable  year  beginning  after 
December  31.  1951).  The  House  recedes  with  a  substitute  for  the 
Senate  amehament  which  provides,  in  efifect,  that  tiie  l2-perceiit  ceil- 
ing is  not  to  apply  id  the  case  of  a  taxpayer  using  the  experience  method 
for  the  taxa.T>Ie  year. 

Ameodments'Nos.  50  and  52;  Undex  section  603(b)(2)  of  the  code 
as  arocnded  by  the  bill  as  passed  by  the  House,  the  amount  of  the 
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1  (c)   Dividends  Receiyi:d  From  CsBT.iry  Y(\wjl 

2  Corporations.—  .[^ 

3  (1)    Section  245    (relating  to  dividends  r^cvfd 

4  from  certain  forei^  corporations)  is  amended  by  ^ 

5  log  at  the  end  thereof  the  following  new  subsection:    • 

6  "(b)  pEOPEBn  Dlstributionb.— For  piirposes  of  ^ 

7  section  (a) ,  the  amount  of  any  distribution  of  property  oc^ 

8  than  money  shall  be  the  amount  determined  by  applyiM 

9  section  301  (b)  (1)  (B)  .'*  ; 

it 

10  (2)   Section  245  is  ameudcd  by  striking  out  Ti 

11  the  case  of"  and  inserting  la  lieu  thereof  "  (a)  OexhU 
\2  Rule.— la  the  case  of.                                         * 

13  (d)   Credit  foe  Foreign  Taxes.— vSec don  903 (i) 

14  (relating  to  credit  for  foreign  taxes)  is  amended  by  >4&k 

15  at  the  end  thereof  the  following  new  sentence:  "Fof  pi^ 

16  poses  of  this  subsection  and  subsection  (b),  the  amocai  • 

17  any  distribution  b  property  other  than  money  sball  b«  91 

18  amount  determined  by  applying  section  301  (b)  (1)  (B)»  J 

19  (e)  EFFE<:!TrvE  Date.— The  aj-iiendments  made  by  *• 

20  section  shall  apply  to  distributions  made  after  'Dec^'niber  Jl 

.J 

21  1962.  -2 

■  H 

22  SEC.  6.  AMENDMENT  OF  SECTION  482.  i,i' 

23  (a)   In  GENERAL.—Secdon  482   (relating  to  t^^"^^ 

24  of  income  and  deductions  among  taxpayers)    is  *^^  " 

25  by  adding  at  the  end  thereof  the  following  new  siib 
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"(b)  Sales  AM)  Pueoha-ses  Within  a  Related 
Gboup  Which  Ikci-itdes  a  Fobeion  Organization.— 
"(1)   In  general.— In  applying  subsection    (a) 
to  sal^s  of  tangible  property  within  a  group  of  organiza- 
tionsH-  . 

I    "(A)  o\Mied   or  controlled   directly  or  mdi- 
ref-tly  by  the  same  mterests,  and 

I   "  (B)   at  least  one  of  which  is  a  donjefitic  or- 

gapization  and  at  least  one  of  which  is  a  foreign 

organization, 

tlie  Seciretary  or  his  delegate  may  allocate  the  taxable 

income',  of  the  group  arising  from  such  stiles  in,  the 

manner^  set  forth  in  paragraph    (2).    This  subseption 

shall  nit  apply  with  res-pect  to  any  sale  of  tangible 

property  for  which  the  taxpayer  can  estabUsh  an  arm's 

length  price   (within  the  nieaning  of  paragraph   (4) ). 

"  (2)  Methods  of  Ai.LooAtiON.— 

I"  (A)  Consideration  of  ckrtajn  pac- 
TOE^. — Except  as  provided  in  subparagraph  (B), 
the  allocation  re/errea  to  in  paragraph  ( 1 )  shall  be 
mad^  by  the  Secretary  or  his  delegate  by  taking  iiito 
consideration  that  portion  of  the  following  fai^tors 

which  is  attribntAble  tA  th^  tt^w-.i  f^-  •  -    " 
portion  thereof  which   is   not  attributable   to  the 

United  States— 


2 


5 
6 

7 


10 
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1  "  (i)   assets  of  the  group,  to  the  extent  uW 

In  the  production,  distribution,  and  sale  of  tU 
3  property,  v- 

i.  '*(n)   compeu8a4;ion    of   officers   and   g^ 

ployees,  to  the  extent  attributable  to  the  pny. 

duction,  distribution,  aj^d  sale  of  the  property 

and 

8  "(iii)  advertising,  selling,  and  sales  prorao- 

^  tiou  expenses   (l.Dcluditig  tcohnlc*!  and  se^Ti^ 

iug  expenses) ,   to  the  extent  attributable  (o 
^^  the  property. 

^^  Such  method  of  allocation  may  al*o  give  considerv 

^^  tion  to  other  factors,  including  the.  special  risks  (if 

^*  any)  of  the  market  in  which  the  properly  is  soli 
^^  "(B)  Altbrxattve  MEinops.— Tf  the  (ai- 

^^  payer  establishes  to  the  satisfaction  of  the  S<icretarf 

^'  or  his  delegat-e  that  an  alternative  method  of  allcx»- 

^^  Hon  clearly  reflects  the  income  of  eafh  member  ol 

^^  the  group  ^"ith  respect  to  the  property  referred  to  tB 

^^  paragraph    (l),  such  alternative  method  shall  bt 

*^  used   (in  lieu  of  the  method  provided  In  subpw** 

22  graph   (A)).  ■ 

23  ■  "(3)  Specxal  bxtles.— In  applying  the  metboi 
2*,  of  allocation  referred  to  in  paragraph  (2)  (A),  "•• 
2*          following  niles  shall  be  applied : 


•I* 
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1  "  (A)  Adjusted    basis    of    assets.— The 

2  values  to  be  assigiied  to  the  assets  referred  to  in 
'3  paragraph  (2)  (A)  (i)  is  tl.\eir  adjusted  basis  in  the 
ii  hands  of  the  taxpayer  or,  if  such  basis  is  not  avail- 
S  able  in  tie  case  of  a  foreign  orgaj:iization,  then  their 
JB                 book  values,  adjusted  to  approximate,  their  adjusted 

basis. 

"(B)  Ikclupible  assets.— The  assets  re- 
ferred to  in  paragraph  (2)  (A)  (i)  iQclude  real 
property  and  tangible  personal  ^Iroperty  (whether 
owned  or  leased  by  a  member  of  the  group) ,  but  do 
not  include  inveutory  and  stock  in  trade. 
"(4)  Asii's  LENGTH  PKIOE  DEPiKKD.— For  pur- 
poses of  tlus  subsection,  the  term  'arm's  length  price* 
means — 

"  (A)  the  price  at  which  tangible  property  siin- 
Dar  or  comparable  to  the  property  referred  to  b 
paragraph  ( 1 )  generally  is  or  c«d  be  sold  in  tmns- 
actions  in  the  same  areas  mvolvipg  unrelated  per- 
son<«  «ij.d  made  under  similar  conditions  of  sale;  and 
n  "(B)  if  subparagraph  (A)  does  not  apply,  the 

price  at  which  tangible  property  similar  or  com- 
parable to  the  property  referred  to  in  paragraph 
(1)  is  sold  in  the  same  or  other  areas  under  similar 
circiunitances  and  in  transactions  involving  unrf 


« 
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1  lated  penous,  with  adjustment  for  material  diff«N 

2  euces  in  quantity,  marketing  conditions  (iDcludinj 

3  customs  duties  and  transportation  costs) ,  and  other 

4  relevant  factors. 

5  Subpara^aph   (B)   shall  apply  onl^  if  the  adjusttneni 

6  referred  to  therein  is  properly  determinable. 

T  "  (5)  Sales  commissions.— Tlie  Secretary  or  bii 

8  delegate  shall  by  regulation  prescribe  mles  for  the  allo- 

9  cation   of  commissions   arising   from  sfiJes  of  tangible 

10  property  within  a  ^roup  of  organizations  described  ia 

11  paragraph  ( 1 ) .    Such  rules  shall  be  consistent  with  iht 

12  principles   specified   in   the   otl^er  paragraphs   of  thij 

13  subsection. 

H  "(6)   Gbosst.y  inadequate  assets,  etc.,  OUT- 

15  SIDE  u>"fTED  STATES.— In  allocating  taxable  income 

16  under  this  subsection,  no  amoimt  shall  be  aDocatcd  to  i 

17  foreign  organization  who!?e  assets,  personnel,  and  office 

18  and  other  facilities  which  are  not  attributable  to  th« 

19  United  States*  are  grossly  inadequate  for  its  acti^atjrt 

20  t  jl^lde  the  United  States. 

21  "(7)  Information  neobssaet  fob  consid^bA- 

22  TiON  of  facxoks.— In  the  case  of  any  transaction  to 

23  which  paragraph   (2)  (A)   applies,  if— 

24  "(A)  the  information  submitted  with  resp^i 

25  to  the  group  of  organizations  is  insufficient  for  tW 


1 


^2 

IS 
14 


17 
18 
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proper  application  of  the  melliod  of  allocation  init 

2  forth  in  the  first  sentence  of  saich  paragraph,  and 

3  I  "(B)  upon  request  of  the  Secretary  or  his 

4  I        delegate,  such  groui)  fails  to  kmish  such  additional 
(        I       infonnation  with  respect  to  such  fcmnsnction  as  may 

6  I       be  reasonably  supplied, 

7  ithe  Secretaiy  or  his  delegate  may  estimate  the  taxable 

8  i  income  arising  from  such  transaction  and  may  allocate 

9  'such  taxable  income  among  the  members  of  the  group 

10  I  or  to  aiiy  single  member  thereof. 

11  I       "(8)  Teeatment  of  foreign  taxes.— 
i  '■ 

'*  (A)   For  purposes  of  this  subsection,  taxable 

income  shall  be  determbed  without  regard  to  any 
income,  war  profits,  or  excess  profits  taxes  paid  to 


15         I       any  foreign  country  or  to  any  possession  of  the 

'  \ 

^        I       United  States. 


"(B)  Where  the  application  of  this  subsection 

results  in  a  decreaee  in  the  taxable  income  of  any 

^        I       foreign  organization  and  an  increase  in  the  taxable 
SO        I 

21      i 

i 


income  of  any  domestic  organization,  then  any  of 
the  taxes  referred  to  in  subparagraph  (A)  paid  by 
such  foreign  organization  and  attributable  to  the 
taxable  inc<wne  so  transferred  shall  be  treated  for 
purposes  of  this  cbaptez^— 
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1  "(i)  as  paid  by  such  doroestio  organit^ 

2  tioD,  and 

3  "(ii)  as  not  paid  by  such  foreign  organi- 

4  zatdon." 

5  (b)   Clerical  AxEKOMENT.— Section  482  is  an\ecded 
C  by  striking  out  "In  any  case  of  two  or  more  orgauixations'* 

7  and  inserting  in  lieu  thereof  the  following: 

8  "  (a)  General  Rule.— In  the  case  of  two  or  more 

9  organizations". 

10  (c)   Effexjtjvk   Date.— The   amendments   made  by 

11  this  section  shall  apply  with  respect  to  taxable  years  begijh 

12  iiing  after  December  31,  1962.        i 

13  SEC.  7.  DISTRIBUTIONS  OF   FOREIGN  PERSONAL  HOLD- 

14  ING  COMPANY  INCOME. 

15  (a)     DeFI^TION    01?    FOBEIQN    PeeSONAX    EOLDDfO 

16  CoMPANT.— So  much  of  subsection  (a)  of  section  522  (re- 

17  latlng  to  defmitioTi  of  foreign  personal  holding  company)  t» 

18  precedes  pftj-agraph   (2)  is  amended  to  read  as  follows:    ■ 

19  "(a)   GEMiRAL  RlTLE.^-For  purposes  of  this  subtillfi 

20  the  term  'foreign  personal  holding  company'  for  a  t&sahm 

21  year  beginning  after  December  31,  1962,  means  any  i^ 

22  eign  corporation  if —  ..■   .  '" 

23  "  ( 1 )  Gross  income  requxrejiekt.— At  least  20 

24  percent  of  its  gross  income  (as  defined  in  section  550 

25  (a) )   for  the  tamble  year  is  foreign  personal  boldiaC  • 
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New  Directions  Needed  for 
Solution  of  the  Transfer- 
Pricing  Tax  Puzzle 

by  Dale  W.  Wickham  and  Charles  J.  Kerester 

Dale  Wicklmm.  a  graduate  of  Harvard  Uiiwersity  (LLB.  1953,  A.B. 
1 950),  practices  law  in  Wasliiiigton  with  the  firm  of  Wtcliham  &  Associates 
and  teaches  law  m  the  graduate  tax  and  MBA  prc^ams  at  The  American 
Universitv.  where  he  is  Distinguished  Professioiuil-in-Residence  for  Interna- 
tional b  Tax  Poliai  on  the  faculty  of  the  Kogod  College  of  Business  Ad- 
mnuslration    Addresi  !>iii(f  OlVi,  }00i>  ^'inironl  Aiiu-.  I'l'IV..  Wuihin^lon.  ■ 
"B.C.  JWWQj.  n<L|./jujji..  i30J)  100  utiOQ.  fiu  OOJj  bVe  liOOO 

Charles  /.  Kerester,  a  graduate  of  Ohio  State  University  f/.D.  2952,  B.S. 
1949),  a  retired  partner  in  the  firm  of  ]ones.  Day,  Reavis  £r  Poguc,  teaches 
ffl.r  laiv  in  the  new  graduate  lax  program  and  the  J.D.  program  at  the  Case 
Western  Reserve  Umivrsity  School  of  Law  in  Cleveland,  Ohio.  Address: 
School  of  Laiu,  Gise  Western  Reserve  Universitv,  1075  East  Boulevard, 
Cleveland,  Ohio  44106.  Telephone:  (216)  368-2080.  Fax:  (216)  368-2086 

Both  Mr.  Wickliam  and  Mr.  Kerester  formcrlu  served  on  the  staff  of 
Congress'  joint  Committee  on  Taxation,  where  they  were  involved  in  the  lax 
treatii  process  and  other  international  lax  matters. 

Tliis  article  is  based  on  a  paper  the  authors  presented  before  the  National 
Tax  Association  at  a  symposium  on  international  transfer  pricing  held  in 
Williamsburg,  Virginia  in  November  1991.  Vie  substance  of  it  also  was 
presented  to  the  U.S.  House  Committee  on  Ways  and  Means  on  July  21, 
1992,  in  connection  with  an  appearance  Mr.  Wickham  was  invited  to  make 
as  a  public  interest  witness  at  hearings  the  committee  held  on  legislation  in- 
troduced by  Chairman  Rostenkowsh  and  Representative  Gradison  iH.R. 
5270)  to  initiate  study  of  proposals  for  major  cliaiigcs  in  U.S.  taxation  of  in- 
ternational transactions. 


I.  Introduction  and 
Perspective 

The  abstruse  tax  subject  of  inter- 
national transfer  pricing,  common- 
ly shrouded  in  mysteries 
fathomable,  if  at  all,  only  bv  techni- 


cal tax  cognoscenti,  once  again  is  in 
the  news,  drawing  the  spotlight  of 
public  attention,  even  m  popular 

t   news  media.  The  immediate  oc- 
casion for  this  attention  is  growing 

I  congressional  concern  that  the 
United  States  may  not  be  coUectmg 


its  fair  share  of  tax  revenues  from 
sales  made  in  the  U.S.  market  by 
businesses  controlled  by  foreign  in- 
terests and  that  the  lost  revenue 
may  be  tens  of  billions  of  dollars. 
Widely  publicized  hearings  were 
held  in  April  of  this  year,'  as  they 
were  in  July  1990,-  by  the  U.S. 
House  Ways  2md  Means  Oversight 
Subcommittee  on  the  possible  un- 
derpayment of  U.S.  income  tax  by 
foreign-controlled  enterprises.  The 
focus  in  these  hearings  on  inbound 
sales  distmguishes  them  from  ear- 
lier congressional  proceedings  in 
1986  on  the  superroyalty  amend- 
ment to  section  482  where  the  focus 
was  on  outbound  transfers  of  intan- 
gibles developed  primarily  m  the 
United  States.  The  hearings  m  1990, 
like  those  this  vear,  were  replete 
with  sensational  charges  that 
foreign-controlled  U.S.  operations 
might  have  underpaid  their  proper 
share  of  U.S.  mcome  taxes  bv 


'Unpublished  Hearings  Before  the  Sub- 
committee on  CK'ersight  ot  the  House 
Committee  on  Ways  i  Means.  102d 
Cone.,  2d  Sess.  (heremafter,  1992  hcar- 
mgsl,heldApnl9, 1992. 

■Heanncs  on  Tax  Underpayments  by 
U.S.  Subsidiaries  of  Foreign  Ctimpanic^ 
Before  the  Subcommittee  on  0\erM>;ht  of 
the  House  Committee  on  Wavs  ii  Means, 
101stCong,2dSess  (hereinattcr.  1990 
hearingsj,  held  )ulv  10  and  12, 199(1  (Senal 
101-123). 
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reason  «f  improper  intercompany 
pricing  by  as  much  as  the  S50  bil- 
lion mentioned  in  the  1990  hear- 
ings' or  by  the  $30  billion  discussed 
in  the  1992  hearings.  Tax  Notes  head- 
lined its  report  on  the  1990  hear- 
ings, "Ways  and  Means  Panel  Blasts 
Foreign  Firms  for  Tax  Dodging",-* 
and  even  the  commissioner  and 
now  Treasury's  Assistant  Secretary 
for  Tax  Policy  Fred  T.  Goldberg,  Jr., 
expressed  the  belief  that  "the  U.S. 
government  is  being  short-changed 
billions  of  dollars  annually."'  Mem- 
bers of  Congress  pressed  Treasury 
and  IRS  spokespersons  about  the 
prospects  for  more  vigorous 
prosecution  of  criminal  and  extraor- 
dinary civil  penalties  against  trans- 
fer-pricing abuses  by  taxpayers.* 
Other  witnesses,  however,  con- 
tended m  the  1990  hearings  that  it 
was  impossible  to  find  abuse  or  to 
estimate  revenue  losses  here  be- 
cause of  the  lack  of  definihve  rules 
of  law  for  determining  proper  trans- 
fer prices."  The  commissioner  and 
other  IRS  representarives  cautioned 
committee  members  that  the  IRS 
has  great  difficulty  wiiming  even 
the  basic  tax  deficiencies,  let  alone 
penalties,  asserted  in  transfer-pric- 
ing cases  because  of  the  uncertainty 
in  meaning  of  the  current 
regulations'  arm's-length  pricing 
standard,"  which  was  characterized 
by  one  IRS  witness  as  existing  "in  a 
world  of  smoke  and  mirrors."' 
Nevertheless,  when  pressed  by 
committee  members  at  the  1990 
hearings  about  whether  new  sub- 
stantive tax  rules  were  needed. 
Treasury's  assistant  secretary  for 
tax  policy  assigned  higher  priority 
to  heightened  audit  activity  and 
more  vigorous  enforcement  ef- 
forts.'" In  the  hearings  this  year, 
both  Treasury's  Deputy  Assistant 
Secretary  cind  the  new  IRS  Commis- 
sioner Shirley  Peterson  maintained 
a  similar  stance.  They  were 
forewarned  by  the  subcomnuttee 
chairman,  however,  that  they 
would  again  be  called  upon  at 
public  hearings  next  year  to  tell  the 


American  public  whether  foreign 
businesses  exploiting  the  U.S. 
market  are  properly  reporting  their 
U.S.  income. 

The  hearings  were  only  one  of 
several  major  developments  this 
year  on  the  subject  of  transfer  pric- 
ing. One  of  the  major  party  can- 
didates for  the  U.S.  presidency 
recently  announced  a  revised 
economic  plan  that  was  headlined 
in  the  Wall  Street  ]oumal  as  callmg 
for  "Massive  Tax  Increases  for 
Foreign  Firms"  and  was  reported  to 
include  as  the  "biggest"  of  several 
tax  increases  proposed  to  reduce 
the  U.S.  budget  deficit  a  "huge"  in- 
crease that  "would  fall  on  the  U.S. 
subsidiaries  of  foreign  corpora- 
hons"  and  would  "[ojver  four  years 
...  raise  S45  billion  by  preventing 
'tax  avoidance'  through  a  system  of 
sheltermg  income  known  as  trans- 
fer-pricing."" Other  less  publicized 
but  important  developments  in- 
cluded promulgation  of  proposed 
regulations  spelling  out  complex 
new  substantive  trcinsfer-pricing 
rules.'-  In  April  Treasury  and  the 
IRS  released  the  most  recent  of 
several  congressionally  mandated 
studies  on  the  subject.  '^  There,  as  in 
the  1988  White  Paper,"  Treasury 
and  the  IRS  maintained  a  position 
similar  to  that  taken  at  the  congres- 


'S  la  tement  of  Oversight  Subcommittee 
Chairman  Pickle,  1990heanngs,siiprii 
note  2,  at  62. 

'John  Turro,  48  Tax  Notes  247  (Julv  16, 
1990). 

'Statement  of  Commissioner  of  Inter- 
nal Revenue  Fred  T.  Goldberg,  Jr., 
presented  July  10  at  1990  hearings,  supra 
note  2,  at  63. 

"The  evidence  on  this  point  in  the 
record  of  the  1990  heannes  is  summarized 
and  cited  in  Dale  W  WicRfum,  "The  New 
L'-S  Transfer  Pncing  Tax  Penalty:  A  Solu- 
tion, or  a  Symptom  of  the  Cause,  ot  the  In- 
temahonal  Transfer  Pnong  Puzzle" 
[heremafter.  Transfer  Pnangj,  1 8  tntema- 
/;(i(w;T.i.v;our;w;i,  at  17-18  (Winter  1991). 

'Sec  Wickham,  "Transter  Priang  ", 
si/pmnote6,  at  17-18. 

■u, 

''Statement  of  Frances  Zuniga,  quoted 
in  text  nifra  at  notecall  40. 


"See  materials  collected  in  Wickfiam, 
"Transfer  Pncing,"  supra  note  6  in  text  of 
tfiat  article  at  notecall  91  and  in  note  91 

"Jeffrey  H  Bimbaum,  "Clinton's 
Revised  Economic  Plan  Sets  .Massive  Tax 
Increases  tor  Foreign  Firms,"  Wall  St.  /., 
June  22, 1992,  at  A16.  The  proposal  as 
reported  appears  similar  to  section  304  ot 
the  1992  Foreign  Tax  Bill,  infra  note  17. 

'-Prop.  Treas.  Reg  section  1 .482, 57 
Fed.  Reg,  3571  ( to  be  codified  at  26  CFR, 
pt.l )  (proposed  Jan.  30, 1992). 

"L5.  Treasury  Department  and  Inter- 
nal Revenue  Service,  Report  on  the  Applica- 
tion and  Administrabon  of  Section  482 
( Apnl  9, 1992)  [hereinafter,  1992  Treasurs' 
Report).  In  1962,  Congress  also  urged 
Treasurs-  to  study  the  possibility  of  ac- 
complishing by  regulation  under  section 
482  the  kind  of'tfiree-factor  formuiarv  ap- 
portionment for  allocating  income  and 
deductions  tfiat  had  been  called  for  in  the 
House-passed  version  of  the  Revenue  Act 
of  1%2.  SeeH.R.  Rep.  .No.  14^7, 97th  Cong., 
2d.  Sess.,  537-38,  accompanying  section  6  of 
H.R  10650, 82nd Cong.,2d.Sess.  (1962). 

"U.S.  Treasury'  Department  and  Inter- 
nal Revenue  Service,  A  Studv  of  intercom- 
pany Pricing  (Oct.  1988)  (hereinafter,  1988 
Wfute  Paper].  This  study  also  was  man- 
dated bv  Congress  m  the  report  ot  the  con- 
ferees accompanying  the  Tax  Reform  Act 
of  1986,  H.R.  Corif.  Rep,  No.  841, 99th 
Cong,,  2d  Sess.  U-638  (1986).  The  1988 
White  Paper  asserted  the  belief  that  "the 
arm's-length  standard  remains  the 
theoretically  preferable  approach  to  in- 
come allocation,"  reaffirmed  the  commit- 
ment of  Treasury  and  the  Service  to 
continued  adherence  to  the  basic  prin- 
ciples of  the  arm's-length  pncing  ap- 
proach used  since  1968  in  the  Treasury 
regiilations  under  section  482.  and  sug- 
gested for  public  consideration  some  com- 
plex methodologies  for  implementing 
arm's-length  pncing  for  transactions  in- 
volvmg  mtangible  property  { including  a 
new  "basic  arm's-length  return  method"). 
Notwitfis landing  its  fmdings  about  the 
difficulties  permeating  the  system  as  a 
result  of  the  lack  of  definitive  rules,  the 
1988  Wfute  Paper  solemnly  concluded 
that  no  "safe  harbors  "  or  "simple, 
mechanical,  bnght-line  tests"  among  the 
manv  tfiat  had  been  recommended 
should  be  adopted  "in  lieu  of  the  fact- 
speofic  arm's-length  inquiry  under  sec- 
tion 482  "  The  stated  reasons  were  that 
such  safe  harbors  "generally  would  serve 
only  to  reduce  tax  liability, "  "generally 
resiilt  m  unwarranted  wmdfalls  for  tax- 
payers, without  significant  benefits  for  the 
government,"  and  "tfiat  no  one  safe  har- 
bor or  combination  of  safe  harbors  has  yet 
been  proposed  tfiat  would  be  useful  but 
not  potentially  abusive,"  No  attempt  is 
maae  in  the  1988  White  Paper  to  reconcile 
those  conclusions  with  its  findings  else- 
where that  the  regulations  fail  to  supply 
the  defiruh\'e  rules  of  law  needed  to 
enable  the  government  to  make  adiust- 
ments  under  section  482  and  tocalculate 
whether  there  would  be  the  taxpayer 
"windfalls"  or  government  re\enue  "los- 
ses" assumed.  Instead,  the  1988  White 

(fcxitnote  14  continued  on  next  page) 
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sional  hearings,'*  but  they  also 
heralded  the  new  advance  pricing 
agreement  ("APA")  procedures  im- 
plemented last  year  to  reduce  con- 
troversies." Further  developments 
this  year  included  the  introduction 
in  Congress  on  May  27  by  the  Chair- 
man and  a  high-ranking  minority 
member  of  the  U.S.  House  Commit- 
tee on  Ways  and  Means  of  a  bill'' 
that  includes  proposals  for  several 
major  changes  relevant  to  transfer 
pricing.'* 

This  year's  developments  on 
transfer  pricing  are  the  latest  in 
what  has  been  described  previously 
as  "a  crescendo  of  policy-level  ac- 
tions for  the  last  decade  by  the  MS. 
Congress,  Treasury  Department, 
and  Internal  Revenue  Service ...  to 
deal  with  mounting  problems  in 
the  area.""  These,  we  are  confident, 
are  not  the  last  of  the  major  new 
developments  we  will  see  on  the 
subject;  there  are  certain  to  be  many 
more.  The  scope  of  the  problems 
presented  and  the  stakes  involved 
for  the  international  business  com- 
munity and  for  the  major  trading 
r\ations  of  the  world  are  too  large  to 
permit  the  present  level  of  con- 
troversy and  difficulties  to  go  un- 
resolved. 

Why  are  there  all  these  develop- 
ments and  attention  to  the  subject 
of  transfer  pricing?  We  believe  that 
the  dramatic  internationalization  of 
business  over  the  last  30  ye<irs  has 
rendered  international  tax  systems 
outmoded  and  inadequate  to  tax  in- 
come from  international  transac- 
tions. In  other  words,  we  believe 
that  the  present  system  for  income 
tcixation  of  international  business — 
especially  transfer  pricing  and  in- 
adequate sourcing  rules — is  a  hoise- 
and-buggy  mechcinism  that  is 
woefully  inadequate  to  the 
dememds  being  made  on  it.  These 
demands  include  the  escztlating  in- 
temahonalization  of  business  and 
mounting  pressures  within  the 
United  States  to  increase  U.S. 
revenues  from  intemationcd  busi- 
ness transactions. 


Whenever  business  is  transacted 
across  boundaries  of  two  or  more 
jurisdictions,  there  is  a  need  for 
determining  what  portion  of  the  in- 
come (or  loss)  from  the  transaction 
is  subject  to  tax  by  each  of  the  juris- 
dictions. This  is  true  whether  the 
competing  taxing  jurisdictions  are 
national  governments  or  state  or 
local  govenunents.  If  the  compet- 
ing jurisdictions  do  not  harmonize 
their  tax  rules,  income  may  be  over- 
taxed through  multiple  taxation  or 
undertaxed  when  neither  jurisdic- 
tion taxes  it.  The  governments  as- 
serting the  competing  tax  claims 
and  the  taxpayers  who  are  the 
stakeholders  of  the  tax  on  the  in- 
come each  have  interests  demand- 
ing that  the  governments  har- 
monize their  rules.  Business 
taxpayers  have  the  obvious  interest 
of  preventing  or  minimizing  multi- 
ple taxation  of  income.  Each 
government  has  an  interest  in  col- 
lecting the  tax  revenues  that  other- 
wise may  be  lost  through  under- 
taxation.  Government  also  has  an 
interest  in  protecting  its  nationals 
against  discriminatory  or  burden- 
some foreign  taxes  while  seeing 
that  foreign  businesses  do  not  gain 
an  advantage  in  the  domestic 
market  by  failure  to  pay  ap- 
propriate taxes. 


(footnote  14contmued) 
Paper  recommended,  as  Treasury  and  the 
Service  later  urged  the  Congress,  that  the 
Service's  enforcement  efforts  be  strength- 
ened by  enlargement  of  its  powers  to  com- 
pel taxpayer  production  of  information 
about  transfer  prices  and  methodologies, 
by  more  aggressive  pursuit  of  "noncom- 
pliant  taxpayeis,"  and  by  making  greater 
use  of  economic  specialists  and  counsel  in 
section  482  cases;  and  it  pointedly  invited 
new  penalties,  like  ones  actually  enacted 
later,  to  compel  taxpayer  produchon  of 
tiansfer-pndng  informahon  and  to  "deter 
overly  aggressive  and  unjustiiied  transfer 
prices." 

"Sff  the  "Executive  Summary  and 
Over\'iew"  of  the  1992  Treasury  Report, 
suprnnote  13. 

'"W,  Chapter  3. 

'M.K.  5270, 102d  Cong.,  2r.d  Sess., 
The  Foreign  Income  Tax  Rahonalization 
and  Simplification  Act  of  1992."  intro- 


duced bv  House  Ways  and  Means  Com- 
mittee Chairman  Dan  Rostenkowski  and 
by  Rep.  Willis  Gradison  on  Mav  27, 1992 
(Hereinafter,  1992  Foreign  Tax  Sill] 

"Relevant  provisions  of  the  1992 
Foreign  Tax  Bill  include  the  following: 

Secbon  101  provides  that  taxpayers 
may  take  into  account  the  interest  expen- 
ses and  assets  ol  foreign  substdianes  lor 
purposes  of  allocating  and  apportioning 
mterest  expenses  between  gross  income 
from  U.S.  sources  and  foreign  sources. 

Section  201  would  generally  repeal 
deferral  of  VS.  tax  on  controlled  foreign 
corporations  bv  treatmg  as  subpart  F  in- 
come generally  all  of  a  controlled  foreign 
corporation's  earnings  and  profits  for  me 
taxable  year. 

Secbon  202  of  the  bill  provides  an  op- 
portunity to  operate  busmesses  through 
controlled  foreign  corporahons,  yet  have 
those  corporabons  be  treated  as  domeshc 
for  all  U3.  tax  purposes  including  secbon 
482.  In  the  case  of  certain  commonly  con- 
trolled foreign  corporations,  domeshc 
company  treatment  must  be  elected  on  a 
consistent,  groupwide  basis.  In  the  case  of 
other  controlled  foreign  corporabons, 
domesbc  company  treatment  may  be 
elected  on  a  company  by  company  basis. 

Secbon  203  provides  ttiat  where  the 
property  is  produced  by  the  taxpayer  and 
sold  to  a  related  person  and  the  income  is 
denved  partly  within  and  without  the 
United  States,  the  amount  allocated  to 
producbon  acbvibes  under  the  produc- 
rion/markebng  split  can  be  no  less  than 
the  amount  that  would  be  so  allocated  by 
applying  the  production/ marketing  split 
to  the  relevant  combined  income  of  the  tax- 
payer and  any  related  person. 

Secbon  304  would  require  a  mirumum 
amount  of  taxable  mcome  to  be  reported 
(absent  Service  agreement  to  accept  a  dif- 
ferent amount)  by  any  25  percent  foreign- 
owned  U.S.  corporation  that  engages  in 
more  than  a  threshold  level  of  transac- 
tions with  foreign  related  parties.  A 
similar  rule  would  also  apply  to  U.S. 
branches  of  foreign  corporations.  General- 
ly, the  taxpayer's  taxable  income  from  any 
category  of  business  would  be  no  less 
than  75  percent  of  the  amount  determined 
by  applying  the  applicable  profit  percent- 
age to  the  taxpayer's  gross  receipts  from 
that  business  category.  These  rules,  it 
should  be  emphasized,  would  not  be  ap- 
plied to  U.S.  corporations  or  branches  that 
arenot  foreign-controlled.  Explanations 
accompanymg  the  bill  contend  that  this 
provision  would  not  violate  VS.  treaty 
obligations  not  to  discriminate  against 
busmess  enterprises  of  beaty  partner 
countries,  but  assert  an  intention  that  the 
provisions  of  section  304  override  the  U.S. 
treaty  obligahon  should  there  tie  a  con- 
flict. Staff  of  the  Joint  Committee  on  Taxa- 
tion, Explanation  of  H.R.  5270  (Foreign 
Income  Tax  Rationalization  and 
Simplification  Act  of  1992)  (JCS-1 1-92)  48 
at  55  (May  29, 1992). 

"Wickham,  "Transfer  Pricing,"  iupn 
note  6,  at  1 .  See  note  3  of  that  article  for  a 
summary  of  12  legislative  and  administra- 
tive actions  over  the  last  decade  relevant 
to  international  transfer  pricing. 
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Within  the  United  States,  the 
need  to  harmonize  competing  tax 
claims  of  state  and  local  govern- 
ments has  long  been  recognized.  It 
has  been  addressed  with  varying 
degrees  of  effectiveness  by  several 
governmental  legal  structures.  The 
U.S.  Constitution  includes  the  Com- 
merce Clause,  which  enjoins  any 
state  from  unduly  burdening  inter- 
state commerce,  and  the  Due 
Process  Clause,  which  requires 
some  minimal  threshold  of  contact 
with  a  state  for  an  interstate  busi- 
ness transaction  to  be  subject  to  its 
income  tax.  More  recently  the 
Uniform  Division  of  Income  for  Tax 
Purposes  Act  (UDITPAl^"  and  the 
Multistate  Tax  Compact^'  have 
been  developed  through  coopera- 
tive efforts  of  the  states  to  impose 
some  uniionn  rules  and  limitations. 

In  the  international  arena,  how- 
ever, the  United  States  has  been 
slow  to  address  the  need  for  tax  har- 
monization. U.S.  goverrunental  ac- 
tions in  the  international  tax  arena 
have  taken  the  form  either  of  (a) 
unilateral  enactments  pertaining  to 
U.S.  income  taxation  of  internation- 
al transactions  or  (b)  international 
tax  agreements.  Intemahonal  tax 
agreements  include  bilateral  execu- 
tive agreements  (which  are  not 
treaties  requiring  Senate  ratifica- 
tion) providing  reciprocal  restraints 
on  each  party  m  asserting  jurisdic- 
tion to  tax  mcome  from  the  interna- 
tional operation  of  ships  or  aircraft. 
Recently,  these  agreements  have 
come  to  include  the  more  sig- 
nificant network  of  bilateral  tax 
treaties  "for  the  prevention  of 
double  taxation  and  avoidance  of 
tax."- 

These  treaties  have  rules  that 
generally  prescribe  thresholds  of 
minimum  contacts  foreign  nation- 
als must  have  to  be  subject  to  tax  by 
the  other  country;  pro\'ide  exemp- 
tions or  rate  reductions  m  the  tax 
imposed  bv  the  host  country  of 
source;  pro\'ide  for  foreign  tax 
credits  by  a  country  of  residence  for 
host  countrv  tax  on  income  from 


sources  in  the  host  country;  provide 
for  tax  authorities'  information  ex- 
changes and  other  enforcement 
mechanisms;  and,  as  we  shall  dis- 
cuss in  further  detail  shortly,  have 
provisions  similar  to  U.S.  Internal 
Revenue  Code  section  482  that 
authorize  reallocation  of  tax  at- 
tributes among  commonly  control- 
led legal  entities.  Only  a  few 
treaties,  however,  provide  more 
than  partial  rules  for  determining 
the  geographic  source  of  income 
from  the  sales  of  goods  or  ser\'ices 
and  all  the  items  of  receipt  and  ex- 


Only  a  few  treaties  pro- 
vide more  than  partial 
rules  for  determining  the 
geographic  source  of  in- 
come. Even  these  few  do 
not  provide  satisfactory 
systems  for  resolution  of 
conflicts  from  the  party 
countries'  differing  inter- 
pretations and  applica- 
tions of  those  rules. 


penditure  entering  into  computa- 
tion of  taxable  income  from  such 
transactions  and  deductions.-^  Even 
these  few,  however,  do  not  provide 
satisfactory  systems  for  resolution 
of  conflicts  that  may  arise  from  the 
parti.'  countiies'  differing  inter- 
pretations and  applications  of  those 
rules  in  specific  cases.  Signif  icandy, 
the  model  treaties  developed  by  the 
XJS.  Treasury  Department,  the 
OECD,  and  the  U.N.  do  not  contain 
comprehensive  source  rules  for 
business  income  from  the  sale  of 
goods  or  ser\'ices.  This  indicates 
that  the  U.S.  Treasury  Department 
and  other  countries'  tax  autiiorities 
ha\-e  set  higher  priority  on  securing 


agreement  on  matters  of  less  central 
importance. 

What  is  transfer  pricing  and  how 
do  its  rules  work  and  mesh  with  the 
needs  of  systems  for  taxing  interna- 
tional business  income?  The  cur- 
rent transfer-pricing  rules  are  the 
outgrowth  of  an  approach  the 
Treasury  Department  embraced  in 
1968  and  then  advocated  for  adop- 
tion by  other  countries.-^  The  ap- 
proach treats  as  an  occasion  for  ex- 
tracting an  income  tax  any 
non-arm 's-length  transfers  of 
goods  or  services  among  legally 
separate  parts  of  an  international 
enterprise  controlled  by  the  same 
interests.  In  other  words,  the  ap- 
proach starts  by  accepting  as  a 
separate  taxpayer  each  legally 
separate  but  commonly  controlled 
entity  that  happens  to  be  used  by 
an  enterprise's  managers  for  con- 
duct of  the  business.  It  also  starts 
with  the  allocation  of  revenue  and 
expense  made  by  the  busmess' 
managers  among  each  of  the 
separate  legal  entities.  For  the 
avowed  purpose  of  computing  tax- 
able income  of  each  "separate"  en- 
tity, the  approach  requires  a 
hypothetical  "price"  to  be  con- 


""yAU.L.A.  331(1957) 

"'Multistate  Tax  Compact,  All  State 
Tax  Guide  (P-H)  6310,  alsopnnted  in  29 
Vand.  L.  Rn\  47  f(  se;;.  ( 1976). 

^TTie  network  of  bilateral  treaties  of  in- 
terest to  a  busmess  having  contacts  with 
more  tlian  one  toreign  country  includes 
not  only  the  bilateral  treaties  to  which  the 
"home"  country  ot  the  business  is  a  party 
but  also  those  bienveen  ail  foreign 
countries  that  attect  income  taxation  of 
the  business. 

'■'See  J.  Ross  MacDonald.ct  al,  2An- 
notatcd  Topicat  Guide  to  U.S.  Income  Tax 
Treaties  (P-H)  1463,  PartC  (Supp.  1990). 

^'Treas.  Reg.  sechon  1 .482-1  &2.  For  a 
historv  of  the  approach  adopted  in  the 
regulation,  see  the  1988  White  Paper, 
chapter  2.  For  a  tustory  ot  Treasur%''s  ad- 
vocacy of  the  transfer-pncing  approach 
tor  adophon  bv  other  countnes.  .m-c-  Stan- 
lev  I.  Langbein,  "The  Unitary  Methixi  and 
the  Mvth  of  Arm's  Length,"  30  Tii.\  Mote> 
625  (Feb.  17, 1986)  (hereinafter.  Myth  of 
Arms  Length). 
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structed  for  intercompany  trans- 
fers. Every  transfer  is  treated  as  a 
taxable  sale,  whether  or  not  the 
business  itself  treated  the  trai\sfers 
as  sales.  The  hypothetical  price  is 
constructed  by  reference  to  prices  at 
which  independent  parties  effected 
transactions  in  comparable 
products,  markets,  and  circumstan- 
ces.^ This  approach  permits  the 
price  to  be  constructed  in  a  way 
that  each  sale  creates  a  hyp>othetical 
profit  for  some  members  of  the  com- 
monly controlled  group  without 
regard  to  whether  the  business  as  a 
whole  on  sales  to  unrelated  third 
parties  operates  at  a  combined  loss 
or  profit.-''  The  result  may  be  that  a 
tax  nominally  levied  on  net  income 
may  actually  be  levied  on  the  gross 
receipts  of  an  integrated  business 
that  operates  at  a  combined  loss. 

This  approach  does  not  address 
issues  mvolved  m  allocating  in- 
come among  countnes  of  source. 
Rather,  it  focuses  only  on  allocating 
revenues  and  costs  among  the  legal- 
ly separate  but  commorUy  control- 
led legal  entities.  Reallocation 
under  the  transfer-pricing  rules 
from  a  foreign  to  a  domesbc  entity 
or  vice  versa  certainly  may,  and  in- 
deed is  likely  to,  be  effected  in  ways 
that  will  increase  the  revenues  of 
the  country  requiring  the  realloca- 
tion to  an  entity  taxed  on  the  basis 
of  the  taxpayer's  nationality  or 
residence,  rather  than  the  source  of 
the  income.  Furthermore,  there  is 
no  requirement  that  power  to  reallo- 
cate be  exercised  in  ways  that  are 
consistent  with  the  principles  for  m- 
temational  division  of  the  tax  base 
as  may  be  specified  in  source  rules 
in  the  reallocating  country's  statute 
or  treaties.  That  leaves  untouched 
and  unresolved  issues  as  to 
geographic  source  and  competing 
countnes'  claims  for  taxation  based 
on  source,  including  vital  issues 
about  the  resident  country's  obliga- 
tion to  allow  a  reduchon  of  its 
residence-based  tax  by  a  credit  for 
foreign  taxes  on  foreign-source  m- 
come.  The  end  result  is  a  svstem 


strong  in  preserving  and  encourag- 
ing the  power  of  the  country  to  real- 
locate tax  attributes  in  ways  that 
will  protect  and  increase  its 
revenues  but  very  weak  cmd  lack- 
ing in  mcindates  to  consider 
revenue  interests  and  tax  claims  of 
other  countries  based  on  the  source 
of  the  income.  This  weakness  can 
provide  a  tempting  openmg  for 
political  leaders  in  revenue-hungry 
countries  such  as  the  United  States 
to  raise  revenues  through  more  ag- 
gressive use  of  the  country's  power 
to  recillocate  taxable  income  from 
foreign  to  domestic  entities. 


The  United  States  and  its 
trading  partner  countries 
need  to  develop  and  agree 
on  rules  that  fix  the  geo- 
graphical locale  of  the 
particular  business  ac- 
tivities, assets,  personnel, 
markets,  and  other  factors 
that  will  be  treated  as  en- 
titling a  country  to  tax  a 
portion  of  the  income 
generated  by  the  busi- 
ness. 


Allocating  or  apportioning  inter- 
national busmess  income  (or  loss) 
;   among  competing  jurisdictions  is 
I   notjust  onecompetmg  viewor  al- 
!    temative  for  dealing  with  what  has 
come  to  be  called  the  transfer-pnc- 
1   mg  problem.  If  is  a  necessity.  Decid- 
ing how  to  do  it  is  the  problem  to  be 
solved.  It  is  left  unsolved  by  the 
present  approach.  We  are  of  the  . 
;   view  that  the  United  States  and  its 
]   trading  partner  countries  should 
!   face  that  problem  and  get  to  the  dif- 
ficult task  of  resolvmg  contlict 
among  countries  about  how  to  do 
I   it.  They  need  to  develop  and  agree 
on  rules  that  fix  the  geographical  lo- 
cale of  the  particular  business  ac- 


ti\ities,  assets,  personnel,  mcirkets, 
and  other  factors  that  will  be 
treated  as  entitling  a  countn.'  to  tax 
a  portion  of  the  income  generated 
by  the  business.  Even  if  agreement 
is  not  achieved  quickly,  we  can 
work  to  get  it.  It  is  in  our  interest 
not  to  expose  our  international  busi- 
nesses to  double  taxation  or  to  ex- 
pose our  fisc  to  needless  loss  of 
legitimate  revenues.  Even  while  we 
do  not  have  intemahonal  agree- 
ment on  how  to  do  it,  we  should 
make  rules  that  have  the  potential 
for  reciprocity  and  international  ac- 
ceptance. 

The  conviction  that  formulary 
apportionment  methods  are  not 
workable  is  frequently  expressed 
by  some  current  and  former 
Treasury  officials  who  advocate  ad- 
herence to  Treasury's  arms-length 
pricing  regime."  We  do  not  share 
that  conviction.  Apportionment  is 
the  problem  to  be  solved.  Appor- 
tionment need  not  be  formulary';  it 
may  be,  and,  if  so,  formulas  need 
not  be  arbitrary.  We  also  think  ar- 
bitrary ought  not  be  equated  to 
methods  that  are  reducible  to  num- 
bers required  in  tax  returns.  We  cer- 
tainly think  the  apportionment 
methods  used  should  be  reducible 
to  numbers  required  on  tax  returns. 
Aiding  preparation  of  the  tax  cal- 
culations needed  for  tax  returns 
and  for  payment  of  the  tax  thought 
to  be  due  is  the  purpose  for  which 


^reas.  Reg.  section  1 .4S2-l(bl 
=*Treas.  Reg-  section  1.4S2-l(d)l4»  Fora 
rurther  discussion  ot  tfiis  aspect  of  tfie 
Treasurv' s  arm  s-lensth  pnang  rule,  s^f 
Wickham.  "TransierPncmg,"sit^rii  noteo 
at  12,  especially  m  the  text  at  notecdll  65  in 
that  article;  and  Langbein.  "Mvth  ot 
Arm's  Length,"  supra  note  24,  at  63fi  and 
646^ 

"Sev.  for  example,  the  remarks  at- 
tnbuted  to  toirner  Assistant  Troasiirv 
Secretary  Gideon  made  .Apnl  27,  \^Z  in 
New  York  Cirv  m  1  Tj.v  SUna^otwiU  Trtiu>- 
I'cr  Prtcing  Rciiort  5  at  5(.Mav  13. 1*»2|;  ><•<• 
j/.^  the  remarks  ot  Lowell  Dwonn,  Direc- 
tor ot  Treasury's  Otficeot  Tax  .Analysis. 
madein.Apnl  1991  m  .Arlington,  \'a. 
before  the  \ahonal  Tax  Associahon 
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any  apportionment  method  is 
adopted.  We  do  not  share  any  con- 
viction that  there  are  no  such 
methods,  or  that  such  methods  are 
undesirable.  Avoidance  of 
specificity  for  the  sake  of  flexibility 
produces  the  very  vagueness  or 
lack  of  rules  which  is  a  root  cause  of 
the  morass  growing  out  of  the  cur- 
rent case-by<ase  approach.  Empiri- 
cal evidence  about  various  appor- 
tionment methods,  including  some 
formulary  apportionment 
methods,  does  not  justih'  a  con- 
clusion that  they  are  all  unwork- 
able, and  certainly  not  the  con- 
clusion that  Treasury's 
arm's-length  pricing  method  is  su- 
penor  to  all  direct  apportiorur.ent 
methods.  Such  conclusions  can 
blind  one  to  serious  examination  of 
alternatives  for  getting  out  of  the 
current  morass.  Apportionment 
presents  many,  many  difficulties, 
but  It  is  the  task  to  be  accomplished 
and  its  difficulties  will  not  go  away 
because  they  are  hidden  behind  a 
nonformulary  approach  that  does 
not  operate  by  reference  to  factors 
reflectmg  the  geographical  locale  of 
the  business  activities,  assets,  per- 
sonnel, markets,  and  other  inputs 
which  are  the  bases  on  which 
countries  claim  a  nght  to  tax  a  por- 
tion of  any  income  generated  by 
these  achvities.  A  formulary 
method  of  apportionment  is  not  a 
necessity,  but  does  offer  a  solution 
of  conflicts  among  competing  mul- 
tinational taxing  junsdichons. 
Some  formulary  methods  of  appor- 
tionment are  certainly  less  arbitrary 
and  more  promising  than  the  all-or- 
nothing  approach  used  by  the 
United  States  in  exercise  of  its  sec- 
tion 482  powers  to  reallocate  tax- 
able income  to  U.S.  domiciliary  en- 
tities that  operate  without  regard  to 
source  rules  or  to  the  all-or-nothing 
approach  of  the  Umted  States  in  its 
title-passage  rule  for  sourcing  in- 
come from  sales  of  goods. 

We,  accordingly,  think  that 
public  attenhon  to  the  abstruse  tax 
issues  surrounding  transfer  pricing 


is  healthy  and  warranted  by  the 
very  high  stakes  associated  with 
the  disposition  to  be  made  by  the  in- 
ternational community  of  the 
problems  growmg  out  of  this  aspect 
of  multinahonal  systems  for  taxa- 
tion of  income  from  international 
sales  of  goods  or  services.  We 
believe  the  developments  giving 
rise  to  this  attention  reflect  a  set  of 
related  problems  that  should  rank 
very  high  on  any  list  of  tax  policy  is- 
sues for  attention  by  officials  in  the 
governments  of  the  United  States 
and  its  trading  partners.  These 
developments  reflect  problems 
having  cures  that  can  be  diagnosed 
and  treated  more  successfully  if  we 
put  aside  the  biases  associated  with 
the  outmoded  system  of  transfer 
pncing  and  focus  on  more  carefuUv 
definmg  and  then  meeting 
problems  under  the  present  system 
through  more  promising  lines  of  ap- 
proach. 

II.  Problems  Under  the 
Present  System 

Our  analysis  indicates  that  a  few 
core  problems  are  not  orJv  at  the 
root  of  present  difficulties  but  also 
are  the  cause  of  additional,  deriva- 
hve  problems  that  can  be  remedied 
only  if  the  steps  are  taken  to 
remedy  the  core  problems.  We  will 
first  identify  the  core  problems  we 
see,  bnefly  discuss  their  causes,  and 
then  discuss  some  of  the  additional 
problems  that  derive  from  the  core 
problems,  agam  identifying  their 
causes  so  that  appropriate  solutions 
can  be  identified.  Solutions  for 
some  are  not  solutions  for  others. 
There  is  no  single  or  simple  solution. 

We  note  at  the  outset  that  all  of 
the  core  problems  under  the 
present  systems  are  caused  by 
failures  of  government,  not  by  tax- 
payer abuse  or  evasion  as  is  so  com- 
monly asserted  or  assumed  in  dis- 
cussions of  the  subject.  This  means 
that  remedy  of  these  problems  can 
be  effected  only  through  ^ 
governmental  actions  in  those 
areas. 


A.  The  Core  Problems 

l.T}te  Lack  of  Rules 

One  central  problem  permeating 
the  entire  area  is  a  lack  of  clear, 
definitive  rules  that  are  both  infor- 
mative about  what  is  expected  and 
reducible  to  numbers  required  on 
tax  returns.  The  niles  lacking  are  of 
three  distinct  but  related  kinds:  (1) 
workable  rules  for  determining 
transfer  prices;  (2)  rules  for 
geographic  allocation  of  income  or 
loss  from  international  business 
transactions;  and  (3)  rules  for  mesh- 
ing the  first  two  sets  of  rules  so  that 
they  will  work  together  as  in- 
tegrated parts  of  a  single  tax  system 
to  prevent  over-taxation  or  under- 
taxation.  We  discuss  each  of  these 
further  below. 

■This  lack  of  rules  for  determin- 
ing transfer  prices  is  "accepted  as 
fact  and  described  at  length"  by 
Treasury  and  the  IRS  in  the  White 
Paper.-'  This  deficiency  seems  not 
to  be  so  clearly  understood,  how- 
ever, by  some  members  of  Con- 
gress. The  questions  they  asked  at 
the  1990  and  1992  oversight  hear- 
ings led  senior  Treasury  and  IRS  of- 
ficials to  caution  about  the  difficul- 
ties encountered  in  establishmg 
transfer  prices.  Further,  the  lack  of 
rules  for  geographically  sourcmg 
international  busmess  income 
among  various  taxing  countiies 
and  for  meshing  their  operation 
with  that  of  the  transfer-pricing 
rules  seems  not  to  be  so  clearly  un- 
derstood, either  at  Treasury  or  in 
Congress.  This  is  evidenced  by 
remarks  of  some  seruor  congres- 
sional. Treasury,  and  IRS  officials  at 
the  1990  and  1992  hearings  that  in- 
correctly assume  that  there  are 
rules  one  might  use  for  determin- 
ing whether  the  United  States  is  get- 
ting its  fair  share  of  tax  from  inter- 
national business  transactions. 


"Wickham,  "Transfer Pricinj5,"siip™ 
note  6,  at  II. 
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a.  Government  failure 

The  lack  of  rules  is  caused  not  by 
taxpayer  abuse  or  evasion,  but  by 
failures  of  government.^  In  the 
United  States,  Congress  has  failed 
to  enact  statutes  that  resolve  ques- 
tions in  specific  cases.  Rather,  this 
power  has  been  delegated  to 
Treasury  and  the  IRS.  They  have 
failed  to  exercise  this  delegated 
power  in  a  way  that  permits  easy 
application  to  specific  cases.  This 
failure  is  followed  by  another. 
Neither  in  litigation  nor  in  ad- 
ministrative procedures  has  the  IRS 
stated  the  principles  supporting 
particular  deficiencies.  In  this  con- 
nection. Chief  Judge  Nims  of  the 
U.S.  Tax  Court  recently  remarked 
that,  "getting  an  agreed  statement 
of  the  issues  is  the  single  most  dif- 
ficult and  most  significant  part  of 
the  job  of  a  trial  judge  in  a  Large  sec- 
tion 482  case,"  due  in  significant 
part  to  an  unwillingness  on  the  part 
of  the  IRS  to  be  pirmed  down  to  a 
theory.^  Foreign  governments  also 
generally  have  failed  to  prescribe 
rules  that  resolve  specific  cases.  On 
the  part  of  both  the  United  States 
and  foreign  governments,  there  is  a 
failure  to  arrive  at  principled  agree- 
ments regarding  the  rules  of  law 
that  are  to  be  used,  whether  in  com- 
petent authority,  arbitration 
proceedings,  or  elsewhere,  for 
resolving  cor\flicts  among 
countries'  differing  laws  as  applied 
in  specific  cases.-" 

b.  Policy  choice 

The  lack  of  clear  rules  is  a  polic)' 
choice.  In  the  Uruted  States,  this 
faiilure  is  the  result  of  conscious, 
deliberate —  cmd  reversible — 
decisionmaking.  Congress 
delegated  responsibility  to  Treasury 
and  the  IRS,  and  left  the  respon- 
sibility there  despite  strong 
evidence  that  their  regulations  do 
not  work.  Treasury  and  the  IRS 
have  deliberately  rejected  "bright- 
line"  rules  or  "safe  harbors"  in 
favor  of  disposition  on  a  case-by- 
case  basis  with  reference  to  "all  the 
facts  and  drcumstances"  of  each 


case.'^  Treasury  and  IRS 
policymakers  thus  reserve  decision 
about  what  rule  is  acceptable  in  a 
particular  case.  Thev  wait  until  the 
taxpayer's  return  has  been  filed 
and  even,  in  many  cases,  until  after 
controversy  over  what  is  acceptable 
has  reached  trial.  The  Tax  Court's 
comments  about  the  IRS  shifting 
p>ositions  in  Sundstrand"  and  other 
recent  cases  dramatically  spotlight 
this  problem. 


The  failure  of  government 
to  publish  substantive  rules 
of  tax  law  that  are  reducible 
to  numbers  required  on  tax 
returns  defeats  the  U.S. 
system  for  voluntary  self- 
assessment  and  necessitates 
an  enormously  costly  case- 
by-case,  after-the-fact  ap- 
proach. 


c.  Effect  on  compliance 

Successful  funchoning  of  the 
U.S.  system  for  the  self-assessment 
of  the  income  tax  requires  that  tax- 
payers be  clearly  informed  in  ad- 
vcince  of  behavior  expected  in  com- 
puting tax  shown  as  due  on  their 
tax  returns.  The  feiilure  of  govern- 
ment to  publish  substantive  rules  of 
tax  law  that  are  reducible  to  num- 
bers required  on  tax  returns  defeats 
the  U.S.  system  for  voluntary  self- 
assessment  and  necessitates  an 
enormously  costly  case-by-case, 
after-the-fact  approach.  The 
Treasury  and  the  IRS  have  followed 
diis  route,  however,  for  at  least  a 
quarter  of  a  century.  This  approach 
generates  other  ill  effects  which  per- 
vade the  system  at  all  levels.  They 
are  discussed  further  below. 

Vague  rules  accomplish  little,  ex- 
cept to  invite  litigation.  Vague  rules 


cire  double-edged.  They  permit 
each  party  to  interpret  them  in  a 
fashion  most  favorable  to  that 
party,  whether  it  is  a  taxpayer,  the 
IRS,  or  the  tax  authonties  of 
another  country. 

This  problem  is  continued,  not 
remedied  by  the  newly  proposed 
regulations  and  by  the  advance 
pncmg  agreements  with  individual 
taxpayers.  The  proposed  regula- 
tions rely  on  after-the-fact  analysis; 
they  do  not  provide  rules  of  law 
that  would  enable  a  conscienhous 
taxpayer  to  know  in  advance  what 
is  expected.  They  also  rely  not  only 
on  data  obtamed  from  others,  but 
about  future  years  as  well.  A  tax- 
payer must  now  also  be  clair- 
voyant. The  advance  pricing  agree- 
ments also  operate  taxpayer-by- 
taxpayer,  case-by<ase. 

2.  Hypo  thetica  I  Prices 

i 

I       A  second  major  core  problem  is 
the  requirement  of  Treasur\'  regula- 

'   tions  that  hypothetical,  arm's- 
length  "prices"  be  constructed  for 
non-arm's-length  intercompany 
transfers  for  which  there  are  no  real 
prices  set  in  the  marketplace.  Super- 


"U.atZS. 

"U.  in  note  121  at  44. 

';U.at28. 

'-U.  at  29,  For  turther  evidence  of  the 
Treasury  and  Service  stance  in  this  regard, 
see  the  extracts  from  the  1988  White  Paper 
quoted  supra  at  note  14.  Just  as  the  White 
Paper  reflected  antagonism  by  Treasury 
and  the  Service  to  any  safe  harbors,  the 
proposed  regulations  issued  in  January 
1992  provide  no  safe  harbors,  although 
Treasury  and  the  IRS  ttus  time  mvited 
comments  with  respect  tocertam  possible 
sate  harbors. 

If  a  transfer  does  not  clearlv  quality 
under  any  ot  the  first  three  methods  of  the 
existmg  regulabons,  a  taxpayer  filing  its 
return  tor  the  year  in  which  it  made  trans- 
fers of  property  to  a  controlled  party  thus 
can  have  no  confidence  that  the  pnce  at 
wtiich  it  actually  charged  the  controlled 
party  for  the  goods  will  satisfy  the  regula- 
tions. 

The  responsibibtv  for  the  absence  ot 
more  definihve  guidance  for  such  a  tax- 
payer must  be  placed  squarely  on  the  lack 
or  more  definihve  guidance  from 
Treasury  and  the  Ser\'ice. 

"Surtdsf  rand  Corp.  v  Comiiussioncr.  96 
T.C.  226  (1991). 
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ficially,  this  problem  is  different 
from  the  first  core  problem  having 
to  do  with  a  lack  of  rules,  since  here 
at  least  there  is  an  explicitly  stated 
rule  in  the  Treasury  regulation.  This 
superficial  difference,  however, 
often  turns  out  not  to  be  real  in  prac- 
hce  because  of  the  pervasive  lack  of 
comparables,  a  lack  of  rules  for 
determining  what  is  comparable, 
and  the  lack  of  rules  for  setting 
transfer  price  in  the  absence  of  com- 
parables, discussed  further  below. 
Nevertheless,  this  core  problem  is 
in  fact  quite  different  from  the 
general  lack  of  rules.  That  is  be- 
cause here  there  is  a  quite  explicit 
regulatory  rule,  heavily  sanctioned 
by  an  array  of  penalties  for  its  viola- 
Hon,"  which  compels  taxpayers, 
tax  collectors,  and  the  courts  all  to 
cope  with  the  massive,  costly,  and 
often  futile  search  for  third-party 
comparables  that  is  compelled  by 
the  rule,  as  we  develop  further 
below.  The  rule  requiring  the  search 
for  comparables  also  presents 
major  difficulhes,  bevond  money 
and  tune  costs,  that  are  peculiar  to 
this  particular  rule. 

Another  aspect  of  this  core  prob- 
lem that  distmguishes  it  m  one  very 
important  respect  from  some  of  the 
others  is  that  it  can  be  quickiy 
remedied  by  unilateral  admmistra- 
hve  action  on  the  part  of  Treasury 
and  the  Service.  The  regulation 
could  be  amended  m  any  one  of 
several  possible  ways  we  shall  men- 
tion shortly. 

a.  Vie  wrong  question. 

The  current  Treasury  regulation 
focuses  attenhon  on  the  wrong 
question:  It  asks,  "What  price  is 
right  for  intercompany  transfers?" 
The  right  question  is  "What  portion 
of  the  combined  profit  or  loss 
derived  by  all  participating  units  of 
an  enterprise  from  an  international 
transachon  should  be  geographical- 
ly soureed  to  each  of  the  countries 
claiming  jurisdiction  to  tax  part  of 
that  income?"  Allocating  or  appor- 
tioning taxable  mcome  among 
countries  is  the  task  to  be  ac- 


complished; that  is  quite  different 
from  allocating  or  apportioning  tax- 
able income  among  internal  units 
of  a  business  enterprise. 

Price  and  profit  obviously  also 
are  not  the  same;  they  are  very  dif- 
ferent and  ought  not  to  be  confused 
with  one  another.  Constructing  a 
hypothetical  price  for  intercom- 
pany transfers  of  property  is  very 
different  from  determining  and 
geographically  allocating  the 
group's  profit  or  loss  from  arm's- 
length  market  transactions  with  un- 
controlled parties.  Yet,  it  is  the  latter 
and  not  the  former  that  determines 
the  income  tax  payable  to  each  of 
the  countries  asserting  jurisdiction 
to  tax  income.  Nevertheless,  cur- 
rent Treasury  regulations  make 
liability  for  tax  turn  on  hypothetical 
prices  for  transactions  that  are  es- 
sentially acts  of  self -dealing  for 
which  there  are  no  real  prices  set  by 
market  forces.  The  newly  proposed 
regulations  would  perpetuate  this 
approach  unless  they  are  modified 
before  promulgation  to  permit  use 
of  other  methods  as  we  recommend. 

b.  The  wrong  approach. 

Other  articles  have  commented 
at  length  on  the  enormous  prachcal 
and  conceptual  differences 
presented  by  the  arm's-length  pric- 
ing requirement  of  the  Treasury 
regulations.^  Here,  we  shall  limit 
ourselves  to  some  key  evidence 
presented  in  Treasury's  1988  White 
Paper  and  1992  Report  and  at  the 
public  hearings  held  in  1990  by  the 
House  Oversight  Subcommittee. 

The  White  Paper  concluded  that 
"the  section  482  regulations  rely 
hea\'ily  on  finding  comparable 
transactions,"  that  "they  provide  lit- 
tle guidance  for  determining  trans- 
fer prices  in  the  absence  of  com- 
parables," that  "comparables  are 
often  difficult  to  locate,  and  may  be 
misused  or  mismterpreted  even  if 
thev  are  found,"  that  in  "^ost  of 
the  cases  . . .  [studied],  no  com- 
parables were  available,"  and  that — 


One  of  the  most  consistent 
criticisms  of  the  section  482 
regulations  is  that  they  do  not 
provide  taxpayers  with  enough 
certainty  to  establish  intercom- 
pany prices  that  will  satisfy  the 
Service  without  overpaymg 
taxes.  Based  on  the 
government's  experience  in 
litigation,  the  current  section  482 
1        regulations  also  fail  to  provide 
I        the  Service  and  the  courts  with 
I        sufficiently  precise  rules  to 
I        make  appropriate  section  482 
I        adjustments,  especially  when 
third-party  comparables  are  not 
available.-" 

Even  the  1992  Treasury  Report 
concedes  that  "the  de^-elopment  of 
a  transfer-pricing  case  requires  ex- 
tensive resources  compared  to  the 
resources  needed  for  most  other 
cases."''  It  acknowledged  that 
"[t]he  IRS  must  identify  all  of  the  re- 
lated entities  and  the  nature  of  their 
interrelationships  and  then  must 
compare  the  entities  under  review 
with  unrelated  entities  that  may  be 
similar,"  that  "[tjhe  IRS  also  must 
assemble  and  evaluate  economic 
data  and  make  complex  decisions 
about  the  values  of  activities,  assets, 
and  risk,"  and  that  "[tjransfer  pric- 
ing examinations  require  ex- 
perienced personnel  and  the  par- 
ticipation of  specially  framed 
international  examiners  ("lEs"),  at- 
torneys, economists,  and  outside  ex- 
perts."'' The  same  report  contmues 
with  observations  about  third- 
party  information  to  the  effect  that 
the  arm's-length  standard  makes 


^For  a  summan'  and  discussion  or 
these  penalties,  iee  Wickham,  "Transfer 
Phdng,"  supra  note  6,  at  3-"  1 5-1 8,  and  23- 
24. 

"Wickham,  "Transfer  Pricing,"  fupra 
noted, at  10-19;  Langbein,  Mvthot  Arm's 
Length,  siiprn  note  24,  passini. 

*1 992  White  Paper,  supra  note  1 4,  at  S- 

1  12 

;         ^'1992Treasurv' Report,  swpm  note  13, 

I  at  1-4. 

I         "]992TreasurvReport,siiprnnotel3 

1  atl-t. 
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data  from  third  parties  unrelated  to 
the  taxpayer  "highly  relevant"  cind 
that  such  information  is  "most  use- 
ful" when  it  is  specific,  extensive, 
and  relevant."" 

Particularly  revealing  testimony 
was  presented  to  the  House  Over- 
sight Subcommittee  at  the  1990 
hearings.  Frances  Zuniga,  a  former 
IRS  international  examiner  in  Los 
Angeles  stated  that,  "[a]t  the  heart 
of  the  problem  is  section  4S2  and 
the  regulations.  No  one  knows 
what  arm's-length  means.  This  is 
especially  true  because  there  are 
simply  no  comparable  transactions 
for  many  of  these  companies.  The 
arm's-length  standard  exists  in  a 
world  of  smoke  and  mirrors.  The 
arm's-length  standeird  pretends 
that  related  companies  behave  as  if 
they  are  unrelated,  and  assumes 
that  in  each  marketplace  there  are 
willing  buyers  cind  sellers.  This  as- 
sumption clearly  does  not  work 
where  the  market  is  controlled."  To 
determine  a  price  where  none  of  the 
first  three  pricing  methods  can  be 
used,  she  said  the  IRS  must  rely  on 
"the  fourth  method,"  which  is  "any 
reasonable"  method.  Despite  the 
growing  dependence  on  it,  Zuniga 
observed  that  the  regulations  give 
almost  no  guidance  about  it.  In- 
stead of  providing  flexibility  to  the 
IRS,  she  thought  the  result  "be- 
comes chaohc,  again  because  no 
one  knows  or  can  agree  on  what  ex- 
actly is  an  arm's-length  stcindard." 
Zuniga  testified  that  the  results  are 
predictable.  The  taxpayer  and  its  at- 
torneys take  one  extreme  position; 
the  IRS  the  other.  She  noted  that 
resolving  this  difference  is  a  costly 
process  for  both  sides.  This,  in  her 
judgment,  "guarantees  a  tax  poUcy 
that  is  inconsistent,  lacks  integrity, 
and  does  nothing  to  motivate 
voluntary  compliance."  It  also 
lowers  morale  at  the  IRS.  She  said, 
"One  of  the  reasons  I  decided  to 
leave  the  IRS  was  because  of  my 
dilemma  with  this  situation.  I 
believe  in  the  tax  system.  I  under- 
stand that  tax  law  is  not  always 


'fair'  to  all  taxpayers  all  the  time. 
But,  tax  laws  need  to  be  admin- 
istered evenly  and  consistently  a'A 
the  time,  and  I  am  not  sure  this  hap- 
pens with  the  administration  of  sec- 
tion 482."" 

Further  indications  from  ex- 
perienced tax  professionals  about 
difficulties  with  the  arm's-length 
pricing  standard  appear  in  a  letter 
submitted  for  the  record  of  the  1990 
Hearings  of  the  House  Subcommit- 


The  arm's-length  stan- 
dard exists  in  a  world  of 
smoke  and  mirrors.  The 
result  becomes  chaotic. 
The  taxpayer  takes  one 
extreme  position;  the  IRS 
the  other.  This  is  a  costly 
process. 


tee  by  Chairman  John  James  of  the 
Multistate  Tax  Commission 
("MTC").  After  expressing  concerns 
of  the  commission  and  member 
states  about  underreporting  of  tax 
to  the  IRS  by  foreign-controlled 
business.  Chairman  James  stated 
that  although  "Treasury  committed 
to  involve  the  states  in  a  reexamina- 
tion of  the  efficacy  of  the  transfer- 
pricing  approach,"  its  reexamina- 
tion seems  to  have  been  bcised  on 
the  premise  that  the  arm's-length 
approach  is  the  only  solution. 
"Treasury,"  he  said,  "assumed  only 
tinkering  and  minor  adjustments 
rather  than  a  reconsideration  of  an 
unadministrable  method,  were  re- 
quired— "  He  reported  that  the 
MTC  believes  the  problems  with 
section  482  are  due  in  large  part  to 
the  inherent  problems  wath  the 
arm's-length  method.  He  noted 
that  the  states,  based  on  ap- 


proximately 75  years'  experience 
with  determining  taxable  mcome  of 
multistate  and  multinational  busi- 
nesses, came  to  rely  on  a  formulary 
apportionment  approach  as  the 
most  accurate  metfiod  to  determine 
taxable  income.  He  observed  that 
the  arm's-length  method  has 
problems  because  it  (1)  is  ad- 
ministratively complex  to  audit  mil- 
lions of  transactions;  (2)  is  not  an  in- 
ternationally accepted  standard 
since,  while  most  industrial  nahons 
have  signed  tax  treaties  committing 
themselves  to  the  arm's-length 
theory,  the  rules  and  level  of  im- 
plementation are  not  uniform;  and 
(3)  does  not  accurately  reflect  the 
manner  in  which  multinational 
enterprises  operate  and  earn  their 
income.  Chairman  James  expressed 
the  view  of  the  MTC  that  separate 
accounting  had  been  criticized  by 
Congress'  General  Accounting  Of- 
fice and  others  for  failing  to  provide 
consistent,  equitable  measures  of  in- 
come; that  separate  accounting 
works  when  activities  are  in  fact 
separate,  but  not  when  they  are  in- 
tegrated; that  with  the  changes  m 
the  European  miirkets  due  to  im- 
plementation of  EC  1992  and  the 
dramatic  changes  in  the  Eastern 
Bloc  countries,  there  will  be  even 
more  integration,  not  less;  and  that 
calculating  taxable  income  via 
separate  accounting  methods  will 
become  more  artificial  and  complex 
in  the  years  ahead.  He  said  that  U.S. 
tax  experts,  in  response  to  concerns 
about  complexity,  earlier  this  year 
recommended  that  the  European 
Commuruty  look  at  formulary  ap- 
portionment as  an  altemahve  be- 
cause it  ". .  .involves  much  greater 
administrative  ease  for  taxpayers 
and  administrations  alike. "  James 
noted  that  under  the  arm's-length 
approach,  every  trcinsaction  be- 
tween related  corporations  has  to 


143 


"U.  at  1-1. 

•1990  heanngs,  supra  note  2.  at  142  and 
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be  examined.  Often,  however,  there 
is  simply  no  evidence  of  what  an 
arm's-length  price  for  a  product  or 
service  might  have  been.  Finally, 
despite  the  need  for  an  exhaustive 
examination  of  many  transactions, 
the  IRS  often  must  rely  on 
guesstimates  to  determine  the 
arm's-length  prices.*' 

At  the  1990  Hearings,  Conunis- 
sioner  and  now  Assistant  Treasury 
Secretary  Goldberg  informed  the 
subcommittee  that  — 

I  ought  to  point  out,  as  you 
have  heard  publicly  and  in  ex- 
ecutive session,  these  are  ex- 
tremely difficult  cases  to  make. 
There  are  cases  where  our  pric- 
ing turns  out  to  be  as  wrong  as 
the  taxpayer's  pricing.  If  we  say 
it  is  $10  and  they  say  $20  and  the 
court  comes  in  at  $15,  we  are 
half  wrong.*-^ 

c.  A  simpler  approach. 
One  can  readily  agree  with  a  dec- 
laration made  by  Treasury 
policymakers  in  the  regulation 
promulgated  in  1968  under  section 
482  as  follows; 

The  interests  controlling  a 
group  of  controlled  taxpayers 
are  assumed  to  have  complete 
power  to  cause  each  controlled 
taxpayer  so  to  conduct  its  affairs 
that  its  transactions  and  account- 
ing records  truly  reflect  the  tax- 
able income  from  the  property 
and  business  of  each  of  the  con- 
trolled taxpayers." 
One  corollary  to  the  above  quota- 
lion  would  have  been  for  Treasury 
to  simply  disregard  non-arm 's- 
length  transactions  between  mem- 
bers of  a  controlled  group,  just  as  in- 
tercompany transactions  are 
disregarded  in  consolidated 
returns,  and  just  as  transactions 
among  commonly  controlled  or  re- 
lated parties  are  disregarded  for 
many  other  tax  purposes.  That 
could  logically  follow  from  the  as- 
sumed complete  power  of  control- 
ling interests  to  control  the  affairs  of 
each  member  and  could  be  justified 
on  grounds  that  non-arm 's-length 


transactions  are  essentially  acts  of 
self-dealing. 

Treasury  policymakers  who 
framed  the  regulation  promulgated 
in  1968,  however,  made  a  contrary 
decision.  Instead,  they  gave 
presumphve  respect  to  non-arm's- 
length  treinsactions  between  related 
members  of  a  controlled  group  but 
reserved  the  nght  for  the  ERS,  after 
the  fact,  to  question  transactions  on 
audit.  In  making  this  examination 
the  IRS  applies  the  standard  of 
hypothetical  sales  with  discretion 


Treasury  could  simply  dis- 
regard non-arm 's-length 
transactions  between  mem- 
bers of  a  controlled  group, 
just  as  intercompany  trans- 
actions are  disregarded  in 
consolidated  returns,  and 
just  as  transactions  among 
commonly  controlled  or  re- 
lated parties  are  disregarded 
for  many  other  tax  pur- 
poses. 


limited  only  by  the  constraint  that 
the  IRS  must  not  be  arbitrary,  capri- 
cious, or  unreasonable,  and  with 
the  burden  of  proof  resting  on  the 
taxpayer.  The  proposed  regulations 
continue  this  approach. 

Enormous  compliance  and 
enforcement  costs  were  generated 
by  this  decision.  Deprived  of  the  op- 
portunity to  use,  for  tax  purposes, 
only  actual  arm's-length  sales  to 
customers  or  purchases  from  sup- 
pliers for  which  there  are  actual 
market  prices,  taxpayers  and  tax 
collectors  are  compelled  to  con- 
struct or  create  a  hypothetical  price 
for  all  the  economic  activities  con- 
nected with  every  internal  transfer 
We  suggest  that  the  same  ad- 
ministrative authority  used  to 
adopt  this  costly  rule  in  1968  be 


used  again  by  Treasury  to  reverse 
the  earlier  error 

d.  Transfer  pricing  not  necessary. 

The  statutory  provisions  of  sec- 
tion 482  do  not  require  the  arm's- 
length  pricing  required  by  the  exist- 
ing Treasury  regulations.**  Nor 


"1990  hearings,  supra  note  2,  at  442-45. 

"U.  at  169.  The  difficulties  of  the  arm's- 
length  pricing  requirement  were  also 
recognized  by  the  Staif  of  the  Joint  Com- 
mittee on  Taxation  in  its  explanation  of 
the  provisions  or  tfie  recently  introduced 
1992  Foreign  Tax  Bill,  supra  note  17  The 
explanation  states: 

Under  existing  regulations,  the  Ser\'ice 
attempts  to  apply  section  482  bv  applica- 
tion ot  a  so-callecl  "arm's-length"  stan- 
dard. That  is,  the  Service  attempts  to 
reallocate  mcome  by  Simula tmg  the  h-ans- 
actions  that  thecommonJy  controlled  par- 
ties would  have  entered  into  had  they  not 
been  commonly  controlled.  This  may  re- 
quire access  to  sigiuficant  amounts  of  in- 
formation from  each  of  the  related  parries 
to  a  transaction,  or  analysis  of  transactions 
between  other  parties  that  rmght  be  con- 
sidered comparable  to  the  transactions  be- 
tween the  related  parties.  In  a 
multinational  context  it  may  be  especially 
difficult  for  the  IRS  to  obtain  the  desired 
information  from  foreign  members  of  the 
multinational  enterprise.  Various 
statutory  and  other  procedural  rules  are 
intended  to  bolster  the  ability  of  the  IRS  to 
obtain  tfiis  information.  It  may  also  be  dif- 
ficult to  obtain  adequate  information 
about  comparable  or  near-comparable 
transactions  involvmg  unrelated  persons. 
Such  information  mav  be  proprietary  to 
the  parties  involved  (who  mav  not  in- 
clude the  taxpayer),  and,  even  if  the  IRS 
could  use  its  powers  to  obtain  such  infor- 
mation, disclosing  it  to  the  taxpayer  may 
constitute  a  breacfi  of  confidentiality  laws. 
Staff  of  the  Joint  Committee  on  Taxation, 
Explanation  of  H.R.  5270  (Foreign  Income 
Tax  Rationalization  and  Simplinca  tion 
Act  of  1992)  aCS-n-92)  48  at  49  (Mav  29, 
1992). 

"Treas.  Reg.  section  1.482-l(b)(l). 

"Prior  to  their  issuance  in  1968,  the 
predecessor  regulations  smce  1934  did  not 
require  an  arm's-length  pnce.  They  did  re- 
quire an  arm's-length  standard,  but  not  an 
arm's-length  pnce.  Article  45-1  of  Treas. 
I    Reg.  section  86.  An  arm's-length  standard 
does  not  require  an  arm's-length  pnce. 
The  latter  is  the  requirement  imposed  by 
the  Service  and  Treasury,  first  in 
proposed  regulations  under  section  482  m 
1966  and  then  in  final  regulations  adopted 
in  1968.  The  provisions  of  section  482  or 
provisions  corresponding  to  it  in  earlier 
years  were  m  place  since  at  least  the  1928 
Act.  The  earliest  version  originated  in  the 
Treasury  regulations  in  191 7.  Treas.  Reg. 
section  41,  Articles  77  and  78.  The  regula- 
tions were  codified  by  section  1331  of  the 
Revenue  Act  of  1921. 


408 


Tax  Notes  International,  August  24,  1992 


168 


Tax  Policy  Forum 


does  any  provision  of  any  tax  treaty 
in  force  to  which  the  United  States 
is  a  pcirty.  Article  9  of  the  Treasury 
Department's  1981  model  treaty, 
which  is  illustrative  of  provisions  in 
the  various  treaties  in  force,  does 
not  require  transfer  pricing." 

An  argument  that  treaties  re- 
quire an  arm's-length  price  is  not 
supportable.  While  we  acknowl- 
edge that  the  proper  standard  is 
that  related  parties  must  deal  with 
each  other  as  independent  parties 
would,  that  standard  does  not  re- 
quire an  arm's-length  price.  An 
arm's-length  price  is  orUy  one 
means  of  satisfying  an  arm's-length 
standard.  It  is  not  the  only  means. 
Manv  unrelated  parties  enter  into 
joint  ventures  with  each  other 
under  which  the  combined  taxable 
income  (or  loss)  from  the  joint 
venture's  activities  with  uruelated 
third  parties  must  be  allocated  be- 
tween the  members  of  the  joint  ven- 
ture. That  rationale  was  recognized 
by  the  IRS  in  the  White  Paper  That 
interpretation  of  the  statute  is  not 
restricted  to  requiring  an  arm's- 
length  price  is  borne  out  by  the  fact 
that  the  former  regulations,  prior  to 
the  adoption  of  the  existing  regula- 
tions, in  1968,  required  an  arm's- 
length  standard  but  did  not  express- 
ly require  an  arm's-length  price. 
Moreover,  the  profit-split  method 
applied  by  the  IRS  on  audit  or  by 
the  courts  in  litigation  as  the 
"fourth  method"  is  not  regarded  as 
breaching  treaty  provisions  that  re- 
quire use  of  the  arm's-length  stan- 
dard. Sinnilarly,  the  profit-split 
method  suggested  by  the  White 
Paper  was  regarded  by  Treasury  as 
satisfymg  such  treaty  provisions, 
and  for  the  same  reason. 

e.  The  international  norm? 

A  key  argument  in  Treasury's 
defense  of  the  arm's-length  pncing 
requirement  is  that  arm's-length 
pricing  is  the  international  norm. 
That  contention  was  seriously  chal- 
lenged by  Stanley  Langbein  in  1986 
on  the  basis  of  extensive  research 
into  other  countries'  laws  and  prac- 


tices.** It  also  was  challenged  by 
Multistate  Tax  Commission  Chair- 
man John  James  m  his  letter  to  the 
House  Oversight  Subcommittee  at 
the  1990  hearing.*' 

Even  so.  Treasury  recently  af- 
firmed its  adherence  to  this  course. 
In  the  1992  Treasury  Report, 
Treasury  said: 

The  standard  that  the  IRS  ap- 
plies in  a  transfer-pricing  case  is 
the  internationally  accepted 
"arm's-length  standard."  The 
correct  transter  price  is  the  price 
that  would  be  charged  m  an 
identical  transaction  between 
unrelated  parties  dealing  at 
arm's-length.  The  arm's-length 
standard  is  incorporated  into  all 
VS.  income  tax  treaties  (as  well 
as  almost  all  other  income  tax 
treaties).  In  addition,  the  arm's- 
length  standard  has  been  ex- 
plicitly endorsed  by 
international  organizations  such 
as  the  OECD  and  the  United  Na- 
tions. Every  major  industrial  na- 
tion accepts  the  arm's-  length 
standard  as  its  frame  of  refer- 
ence in  transfer-pricing  cases." 

This  quotation  is  erroneous  in 
two  important  respects.  First,  it  er- 
roneously equates  the  "internation- 
ally accepted  arm's-length  stan- 
dard" with  the  "standard  that  the 
IRS  applies  in  a  transfer-pricing 
case."  Second,  by  referring  m  the 
singular  to  "the"  arm's-length 
method,  the  quoted  passage  blurs 
the  plurality  of  methods  actually 
used  and  recognized  under  the 
arm's-length  standard.  It  also 
obscures  the  fact  that  several  of 
those  methods  do  not  mandate  the 
transfer-pricing  method.  We  doubt 
that  careful  lawyers,  even 
Treasury's,  would  argue  that  all 
other  methods  are  precluded. 

If  research  were  to  show  that  the 
laws  and  practices  of  major  in- 
dustrial nations  permit  methods 
other  than  transfer  pricing,  the  in- 
ternational norm  could  no  longer 
be  cited  by  Treasury  as  a  bar  to 


changing  its  regulation  to  permit 
use  of  less  costly  and  more  satisfac- 
tory methods.  If,  on  the  other  hand, 
research  were  to  show  that  the  laws 
and  practices  of  "every  major  in- 
dustrial nation"  actually  preclude 
use  of  any  method  other  than  trans- 
fer pricing.  Treasury  would  be  well- 
advised  to  take  the  lead  in  secunng 
acceptance  of  more  workable 
methods.  We  would  hope  that 
Treasury  recognition  of  the  enor- 
mous costs  of  the  present  transfer- 
pricing  rule  and  of  the  availability 
of  several  other  recognized 
methods  for  implementing  jm 
arm's-length  standard  would  be 
sufficient  for  it  to  take  a  lead  m  ef- 
forts to  implement  more  satisfac- 
tory alternatives. 


"Article  9  of  the  Treasury 
Department's  1981  model  treaty  provides 
as  toUows: 

1  Where 

(a)  enterprise  of  a  Contracting  Stale 
participates  directly  or  indirectly  m  the 
management,  control,  or  capital  of  an 
enterpnse  of  the  other  Contracting  State; 
or 

("b)  the  same  persons  partiapate  direct- 
ly or  indirectly  in  the  management,  con- 
trol or  capital  of  an  enterpnse  of  a 
Contracting  State  and  an  enterpnse  of  the 
other  Contracting  State, 

and  m  either  case  conditions  are  made 
or  imposed  between  the  two  enterprises 
in  their  commeraal  or  finanaai  relations 
which  differ  from  those  which  would  be 
made  between  independent  enterpnses. 
but  by  reasons  of  those  conditions  have 
not  so  accrued,  may  be  included  in  the 
profits  of  that  enterprise  and  taxed  accord- 
ingly. 

**Langbem,  "Myth  of  Arm's  Length," 
supra  note  24.  So  far  as  we  are  aware,  the 
Treasurv  Department  has  never 
responded,  other  than  in  higfiJy  con- 
elusory  terms  to  the  vanous  points  and 
evidence  presented  by  Professor 
Langbem.  A  factual  response  on  a 
countrv-bv<ountry  basis  to  each  of  the 
points  and  evidence  of  Professor 
Langt?ein  could  be  quite  useful. 

'■See  letter  of  John  James  quoted  in  text 
supra  at  notecall  41 . 

"1992  Treasury  Report,  supra  note  13  at 
1  -3&4  The  contention  is  made  even  more 
emphatically  in  the  1988  White  Paper  in 
chapter  7B,  hipra  note  14,  at  S-1 4.  There  it 
isconcluded  that  "Tfus overwhelming 
evidence  indicates  that  there  in  fact  is  an 
international  norm  for  making  transfer 
pncing  adjustments  and  the  norm  is  the 
arm's-length  standard." 
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3.  Taxation  of  Branches  Com- 
pared 

A  third  core  problem  we  see  is 
the  use  by  the  United  States  of  one 
set  of  niies  for  taxing  international 
businesses  conducted  through  sub- 
sidiaries or  other  affiliated  corpora- 
tions and  an  entirely  different  set  of 
rules  for  taxing  international  busi- 
nesses carried  on  through  unincor- 
porated branches  or  directly 
without  even  a  branch.  This  is 
recognized  in  examples  presented 
by  the  staff  of  the  Joint  Committee 
on  Taxation  with  respect  to  section 
203  of  the  1992  Foreign  Tax  Bill." 
The  newly  proposed  regulations 
would  make  no  change  to  this  ap- 
proach. 

U.S.  law  does  not  require  powers 
under  section  482  to  be  exercised 
with  regard  to  rules  for  determin- 
ing the  source  of  income  that  are  in 
the  U.S.  statute  or  U.S.  tax  treaties. 
The  United  States  thus  may  in- 
crease the  taxable  income  of  a  U.S. 
corporation  in  a  group  by  reallocat- 
ing to  it  income  that  U.S.-source 
rules  may  treat  as  being  from 
foreign  sources.  In  addihon, 
powers  under  section  482  may  be 
exercised  so  that  income  derived  by 
a  business  using  incorporated  af- 
filiates is  taxed  quite  differently 
from  the  way  that  the  same  income 
would  be  taxed  if  it  were  derived 
by  a  business  enterprise  that 
operates  through  branches  of  the 
same  corporation. 

The  difference  in  tax  resulting 
from  tfiis  lack  of  coordmation  be- 
tween U.S.-source  rules  and  U.S. 
rules  under  section  482  has  not 
been  justified  as  a  policy  matter  so 
far  as  we  are  aware.  The  resulting 
complexity  and  unjustified  differ- 
ences in  tax  treatment  could  be 
unilaterally  remedied  by  admin- 
istrahve  or  legislative  action. 

4.  Lack  of  International  Agree- 
ment on  Rules 

A  fourth  core  problem  in  the  area 
is  the  lack  of  intemahonal  agree- 
ment on  (1)  substantive  sourcing 


rules  for  the  division  of  profit  and 
loss,  (2)  procedural  rules  for  resolv- 
ing conflicting  multinational  inter- 
pretahons  of  such  rules  as  they  re- 
late both  to  assertion  of  a  nation's 
jurisdiction  to  tax  by  reference  to 
source  and  its  allowance  of  a 
foreign  tax  .credit,  and  on  (3)  rules 
for  coordinating  or  meshmg  ap- 
plication of  source  rules  with  the  ex- 
ercise of  section  482-type  powers. 
We  have  commented  earlier  on 
(1)  the  lack  of  source  rules  in  model 
tax  treaties,  (2)  the  lack  of  source 
rules  in  tax  treaties  in  force,  and  (3) 
the  lack  of  coordination  of  source 


The  complexity  and  un- 
justified differences  in 
tax  treatment  resulting 
from  the  lack  of  coor- 
dination between  U.S.- 
source  rules  and  U.S. 
rules  under  section  482 
could  be  unilaterally 
remedied  by  administra- 
tive or  legislative  ac- 
tion. 


rules  and  section  482-type  rules.  We 
will  discuss  later  in  the  article 
remedial  actions  that  may  be  taken 
to  deal  with  these  problems. 
Here  we  limit  our  comment  to 
j   identifying  these  as  major  problems 
1   and  to  observing  that  the  kinds  of 
!   issues  that  must  be  addressed  to  ar- 
rive at  workable  source  rules  for 
geographically  allocating  the  in- 
come tax  base  appear  to  be  ones 
that  can  supply  the  more  specific 
standards  needed  to  reduce  vague- 
ness of  the  rules  for  the  exercise  of 
the  section  482-type  powers  and  to 
coordinate  those  with  the  so^ce 
rules. 


B.  Derivative  Problems 

Several  other  problems  under 
the  present  system  are  conse- 
quences of  the  core  problems  just 
described.  Here,  we  will  identify 
some  of  these  derivative  problems 
and  note  their  causes  and  possible 
cures. 

1.  Overburdening  of  Resolution 
Systems 

The  U.S.  system  for  resolution  of 
tax  controversies  and  the  meager  in- 
ternational structures  provided 
under  bilateral  tax  treaties  for  com- 
petent authority  proceedings  are 
overburdened  by  the  present  sys- 
tem. This  is  due  partly  to  the  ab- 
sence or  vagueness  of  rules  and 
partly  to  the  U.S.  Treasury 
regulations'  requirement  for  use  of 
arm's-length  pricing.  This  is  due 
also  to  the  absence  from  all 
countries'  proceedings  of  at  least 
one  of  the  three  or  more  real  parties 
in  interest  there  are  in  international 
income  tax  cases  and  to  a  lack  of 
power  on  the  part  of  anyone  to  com- 
pel interpleader  of  the  missing  par- 
ties in  interest  Thus,  foreign  tax 
authorities  are  absent  from  proceed- 
ings in  the  U.S.  Tax  Court  or  other 
courts,  the  IRS  is  absent  from 
foreign  countries'  tax  proceedings, 
taxpayers  are  absent  from  com- 
petent authority  proceedings — and 
neither  the  taxpayers  nor  any  of  the 
countries  party  to  a  tax  dispute  can 
interplead  the  other. 

Chief  Judge  Arthur  Nims  of  the 
U.S.  Tax  Court  recently  reported 
that  the  dollar  amount  of  tax  in  con- 
troversy in  section  482  cases  dock- 
eted in  the  Court  was  S32  billion, 
which  is  twice  the  amount  in  con- 
flict just  two  or  three  years  ago.'" 
That  figure  does  not  include  sub- 
stantial additional  amounts  being 


"See  Staff  of  Joint  Committee  on  Taxa- 
tion, Explanation  of  H.R.  5270,  supra  note 
18  at  34  and  35. 

'^2  Tax  Notes  Today  68-4  (March  30, 
1992). 
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contested  in  cases  still  in  the  ad- 
ministrative process. 

2.  Uncertainty  of  Government 
Revenues 

The  lack  or  vagueness  of  the  dif- 
ferent kinds  of  nJes  previously 
noted  prevents  governments  from 
making  reasonably  accurate  es- 
timates of  income  tax  revenues  they 
mav  expect  from  international  busi- 
ness transactions.''  This  applies  to 
forecasts  of  income  tax  revenues  a 
government  can  expect  from  (a)  ex- 
ercising its  povifer  und^j^^ection  482 
(or  a  foreign  equivalent)  and  (b) 
from  discharging  its  statutory  or 
treaty  obligations  under  the  foreign 
tax  credit  to  cede  some  of  these 
revenues  to  foreign  countries  of 
source. 

The  resulting  inability  of  govern- 
ment to  predict  with  reasonable  ac- 
curacv  the  revenues  it  may  expect 
to  derive  and  keep  from  internation- 
al business  transactions  has  multi- 
bUlion  dollar  budgetary  implica- 
tions for  the  United  States. 
Overestimation  of  revenues  from  in- 
ternational business  transactions 
leads  to  underestimation  of 
revenues  needed  from  other  sourc- 
es. Underestimation  of  revenues 
leads  to  overestimation  of  revenues 
needed  from  other  sources.  These 
budgetary  implications  will  only 
grow  larger  as  the  level  of  interna- 
tional business  activity  increases  or 
as  the  measure  of  vagueness  of  the 
rules  increases. 

3.  Inability  To  Determine  Fair 
Share 

The  inability  of  a  government 
under  the  present  svstem  to  answer 
the  question  whether  its  country  is 
getting  its  fair  share  of  revenues 
from  income  taxation  of  internation- 
al business  transactions  is  separate 
and  distinct  from  the  inability  of  a 
government  to  forecast  the  absolute 
amount  of  revenue  it  may  expect  to 
receive  from  such  transactions. 
Both  inabilities  are  due  to  the  lack 
or  vagueness  of  rules,  but  uncertain- 
ties about  fairness  stem  from  a  lack 


of  different  kinds  of  rules,  have  a 
more  powerful  political  potential 
for  generating  trouble,  and  require 
different  kinds  of  action  to  remedy 
the  difficulty. 

The  issue  of  fairness  has  a  poten- 
tial for  causing  major  difficulties  in 
international  relations.  These  dif- 
ficulties may  take  the  destructive 
j   form  of  multinational  tax  warfare, 
in  which  one  country's  punitive  or 
discriminatory  taxation  of  foreign- 
controlled  businesses  provokes 
retaliatory  taxahon.  More  than  the 
absolute  level  of  tax  revenue  is  m- 
volved.  Widely  and  deeply  held 
concepts  of  political  and  economic 
justice,  equity,  and  fair  play  are  also 
involved.  Americans  may  see  the 
issue,  for  example,  in  terms  of 
whether  foreign-controlled  busi- 
nesses exploiting  the  U.S.  market 
are  paving  taxes  commensurate  to 
their  U.S.  income  and  comparable 
burdens  of  Americans.  This  view 
may  translate  into  political  pres- 
sures on  elected  officials  to  raise 
revenue  from  the  politically  "low- 
cost"  source  of  foreigners  who  do 
not  vote  in  U.S.  elections. 

Our  political  leaders  would  be 
well-advised,  however,  to  remem- 
ber that  an  increase  in  the  taxation 
of  those  without  representation 
may  be  mirrored  in  foreign 
countries  where  U.S.-controUed 
firms  do  business.  The  same  offi- 
cials who  are  pressed  by  their 
citizenry  to  tax  foreigners  may  also 
find  themselves  pressed  by  their 
U.S.<ontrolled  business  firms  to  ad- 
vocate the  latter 's  interests  for  fair 
and  nondiscriminatory  tax  treat- 
ment by  foreign  govemments.'- 

Answering  the  question  whether 
a  country  is  getting  its  fair  share  of 
revenues  from  income  taxation  of 
international  business  transactions 
requires  more  than  unilateral  ac- 
tions on  the  part  of  each  country 
competing  for  a  share  of  that 
revenue.  Each  competing  country 
may  unilaterally  make  and  enforce 
its  own  rules  as  to  the  amount  of  tax 
it  will  seek  from  an  international 


business,  on  grounds  either  that  the 
business  is  locally  domiciled  or  that 
the  geographic  source  of  the  in- 
I   come  is  local.  The  tax  determined 
I   under  those  unilateral  rules  is,  how- 
I   ever,  only  a  declaration  of  that 

country's  position.  Foreign 
j  countries  may  or  may  not  consider 
I   that  to  be  a  fair  share.  Fairness  of  na- 
tional shares  of  revenue  from  multi- 
I   national  income  taxation  of  busi- 
I   ness  transactions  can  be  settled 
!   only  by  reference  to  agreed  rules  or 
'   by  judicial  or  other  arbitrators 

whose  decisions  are  accepted  emd 
I   respected  by  the  relevant  countries. 

j        The  fact  is  that  such  intemation- 
j   ally  agreed  rules  are  generally  lack- 
'   ing.  U.S.  tax  rules  for  exercising  its 
i   power  under  section  482  are  not 
rules  for  geographically  sourcing 
such  income  among  competing 
countries.  Source  rules  used  by  the 
United  States  are  separate  from  and 
I   are  not  coordinated  with  rules  for 
its  exercise  of  section  482  powers, 
]   which  generally  are  applied 
j   unilaterally  and  frequently  without 
regard  to  positions  on  sourcing 
taken  by  the  United  States  itself,  let 
;   alone  by  other  countries. 

;        Given  these  facts,  we  submit  that 
discussion  bv  U.S.  tax  officials  of 

I   the  question  whether  the  United 
States  is  getting  its  fair  share  of  tax 
revenues  from  taxation  of  interna- 
tional business  would  be  more 

j   productive  if  it  did  not  proceed  on 

[   thefalsepremisethat  rules  exist  for 

I   determining  what  is  fair. 

•        Pursuit  of  public  discussion  on 
I   the  correct  premise  that  the  needed 
i   rules  do  not  exist  could  be  produc- 

i 


"See  text  supra  m  paragraph  preceding 

I    notecaU28,atU...=i.  1. 

j         'Tlesponsive  to  such  concerns.  Con- 
gress long  ago  enacted  provisions  of  L'S. 

1    incometaxlaw  which  authonze  the  presi- 
dent to  institute  retaliatory  taxation  or 
foreign  nanonals  of  countries  found  by 
the  president  to  have  imposed  taxes 

I    wtuch  are  "more  burdensome"  or  "dis- 

'    cnminalor^'"  agaii^t  US.  nationals.  S^p 

i    IRCsectioiis896and891 
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tive.  Thus,  it  could  be  productive 
for  Congress  and  Treasury  to  dis- 
cuss whether  they  are  willing  to 
have  U.S.-contTolled  businesses 
subjected  to  tax  by  foreign 
countries  under  the  source  rules 
used  or  sought  by  the  United 
States.  For  example,  if  the  United 
States  wants  the  fairness  of  the  U.S. 
share  of  income  tax  on  foreign  con- 
trolled businesses  on  inbound  sales 
of  goods  into  the  U.S.  market  to  be 
determined  by  reference  to  U.S.  des- 
tination of  the  sales  as  a  factor,  is  it 
willing  to  accept  a  foreign  country's 
use  of  the  same  destination-of-sale 
factor  in  a  source  rule  for  taxing  out- 
bound sales  of  goods  manufactured 
primarily  in  the  United  States,  espe- 
cially where  they  are  produced 
under  patents  or  processes 
developed  primarily  m  the  United 
States?  Similarly,  if  the  United 
States  wants  fairness  of  its  share  of 
tax  from  inbound  sales  of  services 
rendered  abroad  but  for  consump- 
tion in  the  U.S.  market  to  be  deter- 
mined partly  by  reference  to  their 
U.S.  destinabon,  is  it  willing  to 
make  corresponding  changes  in  its 
present  source  rule  that  places  com- 
pensation for  services  wholly  in  the 
country  where  the  services  are 
rendered?  These  and  many,  many 
similar  questions  are  really  in- 
volved in  the  high-stakes  issues 
under  discussion.  Our  answers  to 
many  of  these  questions  may  not 
come  easily,  for  the  issues  frequent- 
ly are  complex  and  they  do  cany 
high  revenue  stakes.  Answers  are 
likely  to  be  found  if  U.S.  govern- 
ment tax  officials  acknowledge  that 
issues  of  geographical  allocation  of 
the  income  tax  base  are  what  are  in- 
volved, address  them  candidly,  and 
then  seek  the  views  of  trading 
partners  on  these  issues. 

The  past  and  current  focus  on  in- 
tercompany transfer  prices  reminds 
us  of  the  story  of  a  man  who  ex- 
plained to  tin  inquiring  passerby 
that  he  was  looking  under  the  street 
light  for  a  coin  he  said  he  had  lost  in 
a  dark  place  down  the  street  be- 


cause there  was  more  light  where 
he  was  searching.  The  lost  coin 
could  be  found  only  if  the  search 
were  moved  to  the  dark  place 
where  it  was  lost  and  more  light 
were  brought  to  bear  to  aid  in  the 
search.  The  search  and  the 
searchlight  for  finding  fair  national 
shares  of  revenues  from  multina- 
tional taxation  of  international  busi- 
ness transactions  must  be  focused 
on  questions  of  how  resulting  in- 
come (or  loss)  should  be  geographi- 
cally allocated  among  countries 
competing  for  shares  of  the  pie,  not 
on  questions  of  how  to  exercise  sec- 


There  is  a  need  for  all 
responsible  agencies  of 
government,  both  in  the 
United  States  and  abroad, 
to  work  constructively 
and  cooperatively  to  sup- 
ply the  framework  need- 
ed for  taxing  international 
business  transactions. 
That  course  offers  a 
promise  of  international 
tax  harmony  rather  than 
intemational  tax  warfare. 


tion  482-type  powers  without 
regard  to  internationally  agreed 
rules  of  source. 

We  believe  that  the  question 
whether  a  country  is  getting  its  fair 
share  of  income  tax  revenues  from 
intemational  transactions  is  highly 
appropriate  and  deserving  of  an 
answer,  not  only  by  the  United 
States  but  also  by  all  countnes  seek- 
ing to  tax  income  from  intemation- 
al business  transactions.  We  thus 
believe  that  the  U.S.  House  Ways  & 
Means  Oversight  Subcompiittee 
Chairman  and  supporting  mem- 
bers have  been  quite  right  in  chal- 


lenging our  tax  officials  to  tell  the 
American  public  whether  the 
United  States  is  getting  its  fair 
share.  This  challenge  is  fair;  it  as- 
signs responsibility  to  Executive 
Branch  officials  who,  in  accord  with 
requested  congressional  delega- 
tion, have  pursued  a  case-by-case, 
after-the-fact  approach  that  general- 
ly ignores  sourcmg  rules  while  also 
generating  other  enormous 
problems. 

Congress  must  shoulder  its 
share  of  responsibility.  For  30  years 
it  has  acquiesced  to  the  Executive 
Branch.  Thirty  years  of  mandating 
new  studies  is  evidence  it  knew 
that  the  Executive  Branch  approach 
was  missing  the  main  issue  and  not 
working. 

If  all  that  were  involved  were  the 
fixing  of  blame,  there  would  be 
!   more  than  enough  blame  for  all 
i   branches  of  government.  There  is 
I   much  more  involved,  however. 
j   There  is  a  need  for  all  responsible 
I   agencies  of  government,  both  in  the 
I   United  States  and  abroad,  to  work 
I   constructively  and  cooperatively  to 
1   supply  the  framework  needed  for 
taxing  intemational  business  trans- 
actions. That  course  offers  a 
promise  of  intemational  tax  har- 
mony rather  than  international  tax 
warfare. 

4.  The  Potential  for  Overtaxa- 
tion 

The  present  system  generates  a 
potential  for  overtaxation  of  inter- 
national business,  with  the  conse- 
quent depressing  effect  that  it  may 
have  on  the  level  that  would  occur 
if  only  proper  taxation  were  al- 
lowed. 

5.  Undertaxation  of  Internation- 
al Business  Transactions 

The  potential  of  the  present  sys- 
tem for  undertaxation  was  the 
focus  of  both  the  1990  and  the  1992 
hearings  of  the  House  Oversight 
Subcommittee.  This  potential  is 
clearly  recognized  by  VS. 
policymakers,  as  is  the  possibility 
that  billions  of  dollars  mav  be  in- 


412 


Tax  Notes  International,  August  24,  1992 


172 


Tax  Policy  Forum 


volved.  Not  so  dearly  recognized  is 
the  fact  that  dear  rules  for  determin- 
ing each  country's  proper  share  of 
taxes  do  not  exist.  We  again  submit 
that  public  disoission  of  this  pos- 
sibility would  be  more  constructive 
if  it  proceeded  on  the  premise  that 
the  needed  rules  ;ire  lacking. 
Government  efforts  could  be  chan- 
neled into  developing  the  needed 
rules  instead  of  being  expended  on 
findmg  taxpayers  who  are  abusing 
or  evading  rules  which  in  fact  do 
not  exist. 

The  present  search  for  evaders  of 
rules  that  are  erroneously  assumed 
to  exist  may  produce  ironic  results. 
It  may  miss  substantial  underpay- 
ments that  result  not  from  evasion 
of  rules  but  from  defensive 
measures  naturally  adopted  by  in- 
ternational business  firms  to 
protect  themselves  against  the  ex- 
tensive and  costly  controversies 
which  are  Likely  to  arise  precisely 
because  of  the  absence  of  guidcince 
necessary  to  prepare  tax  returns. 
For  example,  a  conscientious,  law- 
abiding  parent  company  (U.S.  or 
foreign),  recognizing  that  whatever 
price  It  may  charge  a  controlled  en- 
tity may  be  challenged  by  the  IRS, 
given  the  absence  of  definitive 
rules,  IS  likdy  to  select  the  price  at 
the  lowest  and /or  the  highest  end 
of  a  legally  proper  range  of  prices  it 
believes  to  be  to  its  advantage  so 
that  it  will  have  room  for  negotia- 
tion if  challenged.  This  wcis  frankly 
recognized  by  a  senior  IRS  spokes- 
man at  the  1990  hezirings^  and  in 
the  1992  report  on  section  482."  It  is 
also  strongly  suggested  by  the  IRS' 
singular  lack  of  success  in  winning 
large  cases  under  section  482.  This 
evidence,  however,  has  not  been 
translated  by  Treasury,  IRS,  and 
congressional  policymakers  into  ef- 
forts to  develop  rules  that  would 
shed  light  in  the  existing  darkness. 

6.  Uncertainty  of  Business' After- 
Tax  Returns 

The  mability  of  a  business  inves- 
tor or  manager  to  forecast  with 
reasonable  certaintv  the  level  of 


taxes  on  commercial  returns  from 
international  transactions  is  the 
other  side  of  the  coin  that  prevents 
governments  from  estimating  tax 
revenues  from  international  busi- 
ness. However,  the  consequence  in 
the  private  sector  may  be  a  dampen- 
ing of  investors'  willingness  to  un- 
dertake risks  associated  with  pos- 
sible international  ventures,  with 
consequent  diversion  of  capital  to 
other  ventures  offering  surer 
returns. 

7.  Enormous  Compliance  Cost 

Fees  that  international  business 
firms  must  pay  private  sector 
professionals  for  work  on  a  large 
transfer-pricing  tax  case  can  be 
enormous.  Imagine  the  profes- 
sional fees  that  must  be  paid  to  tax 
professioncils  over  the  period  of  per- 
haps 10  years  that  may  be  required 
to  take  a  case  through  each 
country's  audit,  administrative  ap- 
peals, trial  and  appellate  litigation, 
and  finally  to  intemahonal  negotia- 
tion between  competent  authorities 
representing  each  country's  tax 
agency."  Business  also  must  pay 
substantial  amounts  for  the  time  ex- 
pended by  executives  and  other 
personnel  on  transfer-pricing  cases. 

The  only  winners  under 
Treasury's  current  arm's-length 
pricmg  approach  are  the  many 
professional  middlemen — account- 
ants, tax  auditors,  lawyers, 
economists,  valuation  experts,  tech- 
nical mformahon  publishers,'"  and 
other  professionals.  The  big  losers 
are  the  principal  parties  in  interest, 
international  businesses  and  the 
countries.  Governments  mcur  high 
enforcement  costs  and  also  lose 
revenues  that  could  be  collected 
under  a  set  of  clearer  rules.  Their 
economies  suffer  from  having 
resources  diverted  to  the  private 
sector's  costs  for  compliance.  Be- 
cause of  this,  both  private  and 
public  sector  officials  would  be 
well-advised  to  institute  a  far  less 
costly  system. 


a.  Two<lass  justice. 

This  burden  is  one  that  could 
scarcely  be  afforded  by  small  busi- 
nesses attempting  to  follow  the 
proposed  regulations.  While  a 
larger  enterprise  may  be  able  to  bet- 
ter afford  such  costs,  it  is  hardlv  in 
the  interest  of  a  large  enterprise  or 
the  public  to  require  the  enormous 
expenditure  of  resources,  public 
and  private,  that  continuation  of 
the  existing  state  of  affairs  would  re- 
quire. It  is  also  undesirable  to  have 
a  system  of  tax  justice  that  operates 
one  way  for  large  businesses  and 
another  way  for  smaller  businesses. 

In  recent  remarks  to  the  Tax  Ex- 
ecutives Institute,  IRS  Commis- 
sioner Shirley  Peterson  said  one  of 
the  three  prindpal  goals  of  the  Ser- 
vice is  to  reduce  the  burden  on  tax- 
payers.'' The  same  goal  was  also 
embraced  by  Treasury  Assistant 
Secretary  Goldbergs  in  the  press 
release  announcing  the 
Treasury /IRS  business  plan  for 
1992.="  The  approach  of  the  existing 
Treasury  regulations,  and  that  of 
the  proposed  regulations,  hardly 
seem  to  satisfy  that  goal.  We  submit 
that  that  goal  will  not  be  achieved 
as  long  as  the  existing  poUcv  direc- 
tion is  continued.  That  policy  direc- 
tion and  that  goal  are  incompatible. 


"See  testimony  and  vsrritten  statement 
ot  the  Service's  Depurv  Assooate  Chiet 
Counsel  (IntemationaJ)  Charles  S  Triplett 
at  the  1990  hearings,  supra  note  2,  at  1 03 
and  95,  which  is  discussed  in  Wickham, 
'Transfer  Pndng,"  supra  note  6,  at  21 . 

^Set  1992  Treasurv  Report,  supra  note 
13,  at  3-6. 

"Eight  or  more  years  is  specified  by 
Treasury  and  the  Service  in  their  1992 
report  on  section  482  as  the  time  required 
to  resolve  "a  significant  section  4S2  issue. " 
See  1992  Treasurv  Report,  supra  note  1 3,  at 
3-5. 

The  launching  earlier  this  year  ot  a 
pnvately  financed  publicahon  devoted  to 
furnishing  information  on  developments 
in  the  transter-pncing  area  is  one  reflec- 
tion of  the  magnitude  of  the  problems  in 
this  area  The  new  publication  is  BN  As 
Tax  Maruigeinent  Transfer  Pricing  Report- 

^'Infra  note  7Z 

^See  text  infra  at  note  72. 
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8.  Enforcement  Costs 

Neither  the  total  costs  incurred 
nor  the  revenue  benefits  received 
by  the  U.S.  government  in  connec- 
tion with  administration  and 
enforcement  of  Treasury's  current 
or  proposed  arm's-length  pricing 
regime  under  section  482  have  ever 
been  published,  so  far  as  we  are 
aware.  Fragmentary  elements  oc- 
casionally are  reported.'' The  IRS 
and  Treasury,  by  questionably 
determining  that  the  proposed 
regulations  under  section  482  are 
not  major  rules,  have  avoided  a 
cost/benefit  Regulatory  Impact 
Analysis  required  under  Executive 
Order  12291." 

The  available  evidence  indicates 
that  the  magnitude  of  the  system- 
wide  costs  of  the  US.  government 
for  administration  are  enormous, 
and  growing  dramatically.  The  1992 
Treasury  Report  gives  a  clue  to  the 
magnitude  of  the  expenditure  of 
public  resources  required  by  the 
oorrent  case-by-case  approach.  Two 
cases  were  described  that  involved 
use  of  the  new  advance  pricing 
agreement  (APA)  procedures.  In 
Case  1,  the  IRS  district  spent  ap- 
proximately 2,100  hours  of  interna- 
tional examiner  (IE)  time  develop- 
ing the  issue  and,  in  contrast, 
following  subsequent  APA  negotia- 
tions, the  parties  resolved  all  trans- 
fer-pncmg  issues  covering  all 
product  lines  for  eight  years  (in- 
cluding six  back  years).  The  entire 
process  consumed  1,900  profes- 
sional hours,  including  1,000  hours 
of  IE  time  and  900  hours  of  attorney 
time.  That  APA  is  pending  com- 
petent authority  resolution.  In  Case 
2,  the  IRS  district  sf>ent  ap- 
proximately 5,000  hours  of  IE  time 
developing  the  issues,  and  in  con- 
trast, the  district  had  spent  ap- 
proximately 500  IE  hours  on  the 
two  APA  proposals  for  this  tax- 
payer that  are  pending  competent 
authority  resolution.  It  was  an- 
ticipated that  the  taxpayer  and  the 
district  will  use  certain  key  APA 
concepts  to  resolve  the  reniaining 


transfer-pricing  issues  in  at  least  six 
of  the  taxpayer 's  prior  tax  years." 
Remember,  the  hours  described  in 
the  Treasury  report  were  expended 
with  respect  to  only  two  groups  of 
taxpayers.  Multiply  either  by  the 
hundreds,  if  not  several  thousands, 
of  other  controlled  groups  of  tax- 
payers, and  it  soon  becomes  ap- 
parent that  the  cost  of  continuing 
the  present  case-by-case  approach 
can  overwhelm  Treasiiry  and  the 
Service.  The  proposed  regulations 
will  not  resolve  this  problem.  They 
continue  the  czise-by-case  approach. 

We  note  that  the  president  recent- 
ly extended  his  90-day  freeze  on 
most  new  regulations  by  four 
months,  and  ordered  government 
agencies  to  start  using  cost /benefit 
analyses  when  evaluating  legisla- 
tion or  proposed  rules.*^  We  suggest 
that  those  requirements  be  applied 
to  the  IRS  and  Treasury  and  that 
they  determine  and  account  public- 
ly for  the  costs  of  adhering  to  the 
present  case-by-case  approach 
under  section  482.  More  specifical- 
ly, we  suggest  that  the  IRS  and 
Treasury  be  required  to  report  to 
the  Office  of  Management  & 
Budget,  Congress,  and  the  public 
on  the  armual  and  cumulative  dol- 
lar costs  of  the  government  for  ad- 
ministration and  enforcement  of 
section  482.  This  should  take  into 
account  not  only  the  direct  hours  of 
the  professionals  involved  and 
their  respective  compensation 
through  the  litigation  process  (vic- 
tories and  defeats),  but  also  an  af>- 
propriate  part  of  all  other  properly 
allocable  costs,  including  the  costs 
of  secretarial  assistance,  manage- 
ment, and  overhead.  The  costs 
taken  into  account  should  include 
those  incurred  for  developing  the 
newly  proposed  regulations  for 
evaluating  the  comments  on  them, 
and  for  developing  the  final  regula- 
tions. The  costs  should  also  include 
those  incurred  in  developing  the 
APA  procedures,  and  the  costs 
heretofore  incurred  and  expected  to 
be  incurred  in  the  future  in  negotiat- 


ing such  agreements  (i)  with 
various  taxpayers  who  seek  such 
agreements  and  (ii)  with  the 
relevant  foreign  jurisdictions,  and 
the  costs  of  monitoring  such  agree- 
ments. The  cost  should  also  include 
the  likely  costs  of  enforcing  the 
proposed  regulations  if  they  were 
i   tobeadopted.  That  would  include 
not  only  the  costs  for  identifying 
the  comparable  companies  in  the 
construction  of  a  comparable  profit 
interval  in  the  audit  of  any  given 
ttixpayer,  but  also  the  cost  of  obtain- 
ing all  of  the  data  from  various 
other  sources  described  in  the  1992 
Treasury  Report,  as  needed  for  that 
purpose.  All  are  part  of  the  costs  of 
the  present  system  and  should  be 
taken  into  account  in  evaluating  its 
policy. 

These  costs  for  administration 
and  enforcement  of  the  present  ap- 
proach should  then  be  compared 
with  the  costs  that  could  be  ex- 
pected under  a  new  system  of 
generally  applicable  rules  reducible 
to  numbers  required  on  tax  returns. 
Without  having  done  all  the  work 
described  to  make  an  appropriate 
cost /benefit  analysis,  we  think  the 
evidence  already  available  strongly 
suggests  that  a  comparative 


"Sw,  e.g.,  the  reported  cosis  of  the  Ser- 
vice tor  procurement  in  fiscal  1991  of  ex- 
pert witnesses  for  use  in  section  4S2  cases, 
as  well  as  a  reported  tax  adjustment  of  S30 
million  in  one  case  which  the  Ser^'ice  and 
Treasury  chose  to  relate  to  use  of  an  ex- 
pert witness.  1992  Treasury  Report  at  2-10 
and  1 1 .  See  also  the  written  statement  of 
Commissioner  Peterson  presented  at  the 
1992  heanneis  that  presents  (at  pages  4 
and  5)  further  information  on  tne  costs  of 
expert  witnesses.  Indicating  that  SU.6  mil- 
lion was  spent  for  them  m  1992  and  stat- 
mg  that  tax  adjustments  of  S766  million 
arose  from  settlement  of  three  of  nine 
cases  in  which  expert  witnesses  provided 
assistance  at  the  examination  level. 

"IRS/Treasurv  Nobce  of  Proposed 
Rulemaiong,  57  Fed.  Reg.  3571  at  3578 
IproDosed  Jan.  30, 1992). 

"'1992  Treasury  Report,  iupm  note  13  at 
3-3and3-t. 

"Wall  St.  ]..  April  30, 1992.  at  A-2.  Also 
seen  Daily  Tax  Report  (BNA)  C-13  (April 
30, 1992). 
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cost /benefit  analysis  would  argue 
for  a  new  system. 

9.  Disclosure  of  Sensitive  Infor- 
mation 

Taxpayers,  their  competitors, 
and  others  are  now  required  to  dis- 
close confidential  financial  and  sen- 
sitive business  information.  This 
disclosure  needlessly  generates 
enormous  difficulties.  These  dif- 
ficulties include  (a)  the  high  cost  of 
acquiring  the  information;  (b) 
breach  of  the  information  suppliers' 
confidences;  (c)  the  use  of  evidence 
not  subject  to  a  taxpayer  s  cross  ex- 
amination; and  (d)  the  demand  for 
information  about  competitors' 
pricing  and  internal  affairs,  which, 
if  directly  sought  by  conscientious 
taxpayers'  executives  through  com- 
munications with  competitors'  rep- 
resentatives would,  we  are  advised 
by  antitrust  counsel,  risk  criminal 
violation  of  section  1  of  the  Sher- 
man Antitrust  Act. 

10.  Disparate  Treatment  of  Com- 
petitors 

There  is  a  very  real  potential  for 
disparate  and  anticompetitive  tax 
treatment  of  business  competitors 
implicit  in  any  tax  regime  that  relies 
not  on  published  and  principled 
rules  of  general  applicability  but  on 
a  case-by-case  approach.  The  tax  ex- 
acted in  each  case  is  set  by  revenue 
officials  without  the  guidance  of 
generaUy  applicable  rules.  This 
potential  is  aggravated  by  the  new 
APA  procedures  as  we  note  further 
below. 

11.  Discord  Among  Nations  and 
Between  Taxpayers  and  Tax 
Authorities 

Recent  events  indicate  the  poten- 
tial of  the  present  transfer-pricing 
tax  system  for  genera tmg  discord, 
both  internally  within  the  United 
States  and  internationally.  Mthin 
the  United  States,  the  hearings  in 
1990  and  1992  before  the  House 
Ways  and  Means  Oversight  Sub- 
committee provide  extensive 
evidence  of  the  present  system's 
potential  for  encouraging  discord 


among  several  major  groups.  The 
Treasury's  unyielding  advocacy  of 
the  vague  arm's-length  pricing  sys- 
tem, combined  with  congressional 
acceptance  of  Treasury's  assertion 
that  other  mtemationally  accepted 
methods  do  not  exist,  has  pitted 
Treasury  and  the  IRS  against  Con- 
gress in  a  growing  confrontation. 
Members  of  Congress  charge  that 
Treasury  and  the  IRS  are  failing  to 
do  what  they  should;  Treasury  and 
the  IRS  defend  their  work  by  assert- 
ing they  have  limited  resources  but 


The  available  evidence  in- 
dicates that  the  magnitude 
of  the  system-wide  costs 
for  administration  are 
enormous,  and  growing 
dramatically.  We  suggest 
that  the  IRS  and  Treasury 
provide  a  cost/benefit  an- 
alysis under  Executive 
Order  12291  and  account 
publicly  for  the  costs  of  ad- 
hering to  the  present  case- 
by-case  approach  under 
section  482. 


could  do  a  better  job  if  provided 
with  financial  support  and  enforce- 
ment powers  to  pursue  heavily 
financed  and  weU-represented  tax 
delinquents. 

The  vagueness  and  lack  of  rules 
also  leaves  Congress,  Treasury',  and 
the  IRS  free  to  question  whether  the 
United  States  is  getting  its  fair  share 
of  income  tax  revenues  from  inter- 
national business  transactions. 
Since  the  rules  needed  to  answer 
this  important  question  do  not 
exist,  erstwhile  combatants  in  Con- 
gress, Treasury,  or  the  IRS  are  free  to 
join  with  one  another  or  not  in  chal- 


lenging the  tax  bona  fides  of 
foreign-tontrolled  business 
enterprises,  if  not  foreign  govern- 
ments themselves.  That  in  turn 
opens  the  way  for  charges  and 
countercharges  of  excesses,  or  tax 
abuse  or  tax  evasion  by  large  mter- 
national  business  taxpayers  (either 
U.S.  or  foreign),  and  the  need  for  ex- 
traordinary tax  penalties  or  for 
criminal  prosecutions.  The  scenario 
described  leaves  little  room  for  the 
combatants  within  the  U.S.  govern- 
ment to  join  publicly  in  discussmg 
the  extent  to  which  they  themselves 
may  be  responsible  for  the  lack  of 
rules  needed  to  resolve  the  ques- 
tions raised.  It  also  leaves  little 
room  for  them  to  discuss  the  extent 
to  which  they  might  effectivelv  join 
with  foreign  governments  in  the 
hard  task  of  arriving  at  the  interna- 
tionally agreed  rules  needed  to 
resolve  conflicts  that  really  are 
among  themselves  more  than  be- 
tween each  of  them  and  the  interna- 
tional business  firms.  The  firms  are 
to  some  extent  only  stakeholders. 

The  potential  of  the  present  svs- 
tem  for  domestic  partisan  discord 
and  for  destructive  international 
tax  warfare  could  hardly  be  more 
vividly  indicated  than  by  Tlie  Wail 
Street  journal's  recent  headline.  It 
reported  that  one  presidential  can- 
didate would  make  U.S.  operations 
of  foreign-controlled  business 
enterprises  targets  for  mcome  taxes 
needed  to  reduce  the  U.S.  budget 
deficit.  The  same  is  true  of  a 
provision  in  the  1992  Foreign  Tax 
Bill.  It  would  impose  a  minimum 
U.S.  income  tax  on  gross  receipts  of 
U.S.  operations  of  businesses  con- 
trolled by  foreign  mterests.  This  tax 
would  be  imposed  whether  or  not 
the  foreign  parent  and  its  U.S.  sub- 
sidiary together  showed  a  com- 
bmed  profit  or  loss  and  whether  the 
tax  would  violate  international  tax 
treaty  obligations  of  the  United 
States  against  discriminatory  taxa- 
tion of  foreign  treat)'  partner  busi- 
ness enterprises. 
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Needless  to  say,  the  potential  of 
the  present  system  for  generating 
discord  among  such  major  interest 
groups  is  due  in  major  part  to  the 
vagueness  of  Treasury's  rules 
under  the  present  arm's-length 
transfer-pricing  system  for  deter- 
mining what  transactions  are  really 
comparable  for  setting  the  right 
price  in  the  absence  of  compar- 
ables.  It  is  also  due,  however,  to  the 
decirth  of  intematioiuilly  agreed 
rules  for  harmonizing  multination- 
al claims  to  income  taxes  on  interna- 
tional transactior\s.  Qearly,  this 
potential  for  major  discord  can  be 
reduced  by  governments'  acting 
cooperatively  on  a  long-term  basis 
to  reach  international  accord  on  the 
kinds  of  clear  rules  needed  to  per- 
mit harmonious  resolution  of  con- 
flicts. 

12.  Advance-Pricing  Agreement 
Procedures 

Last  year.  Treasury  and  the  IRS 
instituted,  with  great  fanfare,  the 
new  APA  procedures.  These  are  pro- 
cedures by  which  a  particular  con- 
trolled group  of  taxpayers  and  the 
IRS,  and  possibly  tax  authorities  of 
involved  treaty  countries,  conduct 
secret  negotiations  and  arrive  at  a 
secret  agreement,  made  in  advance 
of  a  series  of  international  business 
transactions  plcinned  by  the  tax- 
payer group,  to  govern  the 
methodology  for  establishing 
prices  that  will  be  accepted  by  the 
taxing  authorities  as  arm's-length 
transfer  prices  for  sales  of  a  pcir- 
ticular  product  line  (or  lines)  for 
three  or  fewer  specified  years  in  the 
future.  These  procedures  were 
adopted  for  the  avowed  purposes 
of  reducing  after-the-fact  litigation 
and  controversies  over  transfer 
prices  and  of  gaining  the  benefits  of 
greater  certainty  of  tax  results  tind 
lower  tax  compliance  and  ad- 
ministration costs  that  can  flow 
from  resolving  differences  before  a 
particular  line  of  business  is  carried 
on  by  a  taxpayer: 

The  new  APA  procedures  have 
merit  insofar  as  they  accomplish 


their  avowed  purpose  of  reducing 
controversy  and  costs  of  tax  com- 
pliance and  enforcement.  They  also 
have  merit  insofar  as  they  frankly 
recognize  that  the  cosdy  controver- 
sy that  may  result  from  lack  of  ad- 
vance rules  will  frequently  be  be- 
tween lax  authorities  as  well  as 
between  taxpayers  and  the  IRS. 

There  is,  however,  a  great  deal 
that  the  APAs  do  not  do — and  can- 
not be  expected  to  do.  There  is  also 
a  great  deal  of  damage  they  can  do 
as  a  result  of  some  new  problems 
they  add  to  a  system  already 
seriously  overburdened  with  major 
problems.  What  the  new  APA  pro- 
cedures do  not  do  would  be  far  less 
significant  if  the  ERS  and  Treasury 
were  not  expending  the  major  tech- 
nical and  public  relations  resources 
to  publicize  and  encourage  the  use 
and  adoption  of  APAs  as  a  reason 
for  not  making  more  fundamental 
changes  that  have  some  prospect  of 
solving  root  problems  in  the  area. 

What  do  the  new  APA  proce- 
dures not  do?  Thjs  may  be 
answered  by  testing  APAs  in  the 
light  of  their  tendency  to  resolve 
the  core  and  derivative  problems 
under  the  present  system  we  have 
described  earlier  in  this  paper.  They 
do  not  abandon  the  case-by-case 
aspect  of  the  Service's  approach;  in- 
stead, they  insist  on  it  They  fail  to 
supplv  the  pressing  need  for 
prepublished  rules  of  general  and 
equcd  application  to  all  taxpayers. 
They  thus  deprive  ckll  people  and 
countries  subject  to  the  present 
arm's-length  transfer-pricing  tax 
regime  of  the  enormous  benefits  to 
all  that  can  flow  from  a  system  for 
voluntary  taxpayer  self-assessment 
of  tax.  The  Service's  publication  of 
some  generic  guidelines  with 
respect  to  the  advance-pricing  pro- 
cedures, as  the  commissioner  and 
the  1992  Treasury  Report  promise, 
would  be  modest  steps  in  the  right 
direction.  However,  guidelines  are 
no  substitute  for  clear, 
prepublished,  and  generally  ap- 
plicable principles  of  law.  The  ad- 


vance-pricing process  will  still  be  a 
case-by-case  approach,  reminiscent 
of  the  experience  under  the  1968 
guidelines  under  an  earlier  version 
of  section  367,"  which  requires  an 
enormous  expenditure  of  resources 
to  follow  an  errant  policy. 

The  APA  procedures  also  fail  to 
designate  acceptable  methods, 
from  among  several  available,  as  al- 
ternatives to  the  cirm's-length  pric- 
ing method.  They  divert  limited 
time  and  energy  of  tax 
policymakers  and  enforcement  per- 
sonnel away  from  endeavors  that 
promise  far  greater  public  return  on 
the  investment  The  international 
tax  counsel  of  General  Electric  Co. 
was  quoted  recentiy  as  saying  that 
while  APAs  will  help  some  tax- 
payers reduce  uncertainty,  they  are 
not  practical  for  relatively  large 
companies.  He  reportedly  advised 
that  GE  alone,  which  has  13  af- 
filiates worldwide,  "would  keep 
the  goverrunent  busy  for  the  rest  of 
the  century  if  we  pursued  APAs."** 

What  are  the  additional 
problems  generated  by  the  new 
APA  procedures?  Because  they 
apply  case-by-case  and  are  so  time- 
consuming  and  cosdy  for  taxpayers 
and  governments,  they  can  only  ag- 
gravate the  disparities  and  lack  of 
even-handedness  in  treatment  of 
taxpayers  that  are  inherent  in  any    ■ 
case-by-case  approach  not  guided 
by  rules  of  general  application.  Win- 
ners will  be  found  only  among  the 
relatively  small  number  of  larger 
business  taxpayers  that  can  afford 
the  costs,  while  the  losers  will  in- 
clude the  vastly  larger  number  of 
smaller  business  taxpayers  who 
cannot  afford  the  costs  of  this  and 
are  deprived  of  the  benefits  of 
prepuijlished  rules  of  general  up- 
plication. 


"See  Rev.  Proc.  68-23, 1968-1  C.B.  821 
"Remarks  of  Mark  Beam  in  New  York 
City  on  April  27, 1992,  as  reported  in  1  Tax 
Management  Transfer  Prtang  Report  4.  at  25 
(May  1,1992). 
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Even  more  serious,  however,  the 
new  APA  procedures  are  secret,  en- 
hancing the  potential  for  disparate 
treatment  of  competitors  and  for 
unequal  application  of  our  tax  laws 
as  between  domestic -and  foreign- 
controlled  international  businesses. 
APAs  are  the  result  of  secret 
negotiations  between  taxpayers 
and  tax  collectors,  and  meetings  be- 
tween countries'  taxing  authorities 
from  which  interested  taxpayer  rep- 
resentatives are  excluded,  in 
proceedings  that  may  involve  sums 
that  are  large  for  all  parties.  While 
APAs  may  provide  a  given  tax- 
payer some  measure  of  certainty  for 
a  limited  period  of  years  and  for  the 
transactions  in  products  subject  to 
that  agreement,  they  provide  no 
guidance  to  the  rest  of  the  world  as 
to  the  applicable  principles  of  law. 
Secret  agreements,  coupled  with 
the  absence  of  published  principles 
of  law,  result  in  ad  hoc  agreements 
that  in  turn  create  the  potential  for 
disparate  treatment  of  competitors. 
Would  it  be  acceptable  for  the  IRS 
to  enter  into  advance  agreements 
about  methods  of  pricing  for  in- 
come tax  purposes  for  one  line  of 
computer  products  sold  by  Apple 
while  It  does  not  do  so  for  compet- 
ing Unes  of  computer  products  sold 
by  IBM  or  by  NEC?  If  not,  how, 
under  the  present  system,  would 
any  independent  authority  be  able 
to  monitor  such  activity  of  the  Ser- 
vice? We  ought  not  repeat  the 
course  of  action  rejected  by  the 
Court  of  Claims  in  the  IBM  case,'' 
where  the  IRS  granted  one  com- 
pany a  favorable  excise  tax  ruling 
that  It  denied  a  business  competitor 
for  competing  products. 

The  new  APA  procedures 
amount  to  an  mvitation  to  large  in- 
ternational business  taxpayers: 
"Let's  make  a  deal,  a  secret  deal, 
about  the  method  to  be  used  for 
deternrurung  youi  income  taxes." 
That  undercuts  the  appearance  of 
mtegrity  and  even-handedness  that 
is  so  vital  to  public  acceptance  of. 


!   and  voluntary  compliance  with, 
1   our  tax  laws. 

!        This  problem  is  especially  ag- 

j  gravated  when  senior  tax  officials 

1  publicly  conunent  on  the  high  tax 

I  penalhes  and  other  costs  that  may 

j  be  suffered  by  taxpayers  who  fail  to 
avail  themselves  of  the  benefits  the 

j  new  APA  procedures  can  offer.** 

j  Taxation  by  secret  negotiation  and 

!  agreement  instead  of  by 

1  prepublished  rules  of  general  ap- 
plication is  not  the  tradition  in  this 

]  country  and  does  not  comport  with 

j  its  democratic  political  values. 
I 

I        We  also  strongly  urge  that  the 

■  IRS,  without  waitmg  for  such  new 

principles  of  law,  be  compelled 

I  legislatively  to  publish  sanitized 

!  versions  of  all  APAs  from  which 

,  confidential  and  sensitive  business 

I  information  has  been  removed  as  is 

j  done  with  pnvate  letter  rulings. 

:  However,  publication  of  sanitized 

I  APAs  can  only  be  a  stop-gap 

J  measure  and  is  not  a  substitute  for 

'  adoption  of  prepublished  rules  of 
general  application. 

13.  Heavy  Taxpayer  Burden 

JudiciaUy  developed  procedural 
tax  law,  as  we  noted  elsewhere,""  im- 
poses an  extraordinarily  heavy  bur- 
den on  the  taxpaver  of  proving  pric- 
mg  adjustments  to  be  arbitrary, 
capricious,  or  unreasonable.  It  does 
so  without  the  taxpayer 's  being 
given  the  benefit  of  an  advance 
statement  of  what  is  expected  and 
reasonable.  The  "scales  of  tax  jus- 
tice are  thus  weighted  sharply  in 
favor  of  the  U.S.  tax  collector's  exer- 
cise of  the  enormous  power  as- 
sociated with  the  vagueness  of  the 
standard  prescribed  in  the  statute 
and  in  the  existing  Treasury  regula- 
tions under  section  482".'*  We  also 
obser\'ed,  "That  may  help  explam  a 
long-standmg  reluctance  on  the 
part  of . . .  tax  officials  to  abandon 
the  present  regulatory  regime: 
doing  so  would  entail  relinijuisfung 
the  enormous  and  loosely  con- 
strained power  they  now  have  to 
dispose  of  section  4S2  issues  on  a 


case-by-case  basis.""  The  propriety 
of  attaching  more  than  the  usual 
presumption  of  correctness  to  the 
IRS'  determination  of  a  tax  deficien- 
cy is  fairly  open  to  question  as  a 
matter  of  law,  even  constitutional 
law,  where  the  standard  pursuant 
to  which  the  deficiency  determina- 
tion is  made  is  as  vague  as  under 
the  arm's-length  transfer-pncing 
approach.""  As  a  matter  of  policy, 
the  wisdom  of  attaching  more  than 
the  usual  presumption  of  correct- 
ness and  of  providing  the  IRS  such 
additional  incentives  for  litigating  a 
section  482  case  is  highly  ques- 
tionable. Some  would  change  this 
by  changing  the  present  burden-of- 
proof  law.^  The  need  for  such  chan- 
ges would  be  obviated  by  Treasury 
and  the  ERS'  adoption  of  clear  new 
substantive  rules  reducible  to  num- 
bers required  on  tax  returns. 

III.  AJlematives  That  Are 
Not  Solutions 

A.  More  of  the  Same 

Policymakers  for  manv  vears 
have  advocated,  and  the  U.S.  Con- 
gress has  acquiesced  in,  the  case-by- 
case  approach.  Since  1988,  Treasury 
and  n?S  policymakers  have  given 


'^International  Business  Machines  v. 
United  Stales.  343  F.2d  914  (1965). 

"See,  e.g.,  1992  Treasury  Report,  supra 
at  note  13. 

''See  Wickham,  "Transfer  Pricing," 
supra  note  6,  at  29. 

''U.al29 

'"U,at29. 

"Constitutional  dueprocess  generally 
requires  that  "ascertainable  standards  "  be 
treated  as  "an  elementar\'  and  intnnsic 

gartot  due  process,"  Environmental 
<etense  fund  i\  Ruckelsliaus.  439  F,2d  5S4. 
598(D.C.Cir.  l97\),seealsoHolmesv  .Vw 
York  City  Housing  Authoritu.  398  F.2d  262. 
265  (2d  Cir  196S"|  and  Davis,  2  Administra- 
tive LiwTreatise{2de<i-  1979)  131.The 
void-ror-vagueness  doctrine  may  also 
support  a  constitutional  challenge,  espe- 
cially in  respect  to  the  recently  enacted 
penalties  tor  substantial  misstatement  of 
transfer  pnce  imposed  under  IRC  section 
66621  e) 

"'For  a  summarv  of  and  comment  on 
someol  these  proposals,  see  198S  VN'hite 
Paper,  supra  note  1 4,  at  Chapter  9. 


Tax  Notes  International,  August  24,  1992 


417 


Tax  Policy  Forum 


111 


priority  to  enlarging  IRS  enforce- 
ment capabilities  over  modification 
of  the  substantive  nJes.  They  have 
urged  Congress  to  provide  increas- 
ing support,  in  money  and  enfor<:e- 
ment  powers,  for  their  continued 
use  of  the  arm's-length  transfer- 
pricing  regime.  They  have  stead- 
fastly resisted  suggestions  that  they 
abandon  or  move  away  from  it. 
They  have  explicitly  rejected  repeat- 
ing pleas  for  clarification  of  that 
regime  by  adoption  of  rules  that  are 
reducible  to  the  numbers  required 
on  tax  returns." 

In  the  intemationid  transfer-pric- 
ing area,  case-by-case  enforcement 
is  the  problem  to  solve,  not  a  solu- 
tion. Case-by-case  is  where  one 
starts,  before  one  has  rules  provid- 
ing more  generalized,  and  less  ex- 
pensive, solutions  to  issues  of  how 
much  tax  is  to  be  exacted  from  each 
taxpayer  on  the  facts  of  each  Ccise. 
The  objective  is  to  get  beyond  the 
case-by-case  necessity  from  which 
one  starts  and  to  develop  rules  of 
general  application  that  provide 
guidance  sufficient  to  permit 
reasonably  conscientious  taxpayers 
to  prepare  their  tax  returns  with 
confidence  that  they  have  done 
what  the  tax  law  requires.  Only  in 
that  way  can  we  realize  the  major 
reductions  in  enforcement  and  com- 
pliance costs  associated  with  the 
U.S.  system  for  voluntary  taxpayer 
self-assessment  of  income  tax.  OrUy 
in  that  way  can  taxpayers,  tax  col- 
lectors, and  policymakers  alike 
have  confidence  that  taxes  imposed 
are  actually  being  paid  or  not  paid. 
Only  in  that  way  can  we  be  assured 
that  the  amount  of  tax  collected 
from  each  taxpayer  is  exacted  ac- 
cording to  some  standard  of 
general  application  that  fits  our  no- 
tions of  fairness  and  equality  of 
treatment,  instead  of  being  an  ar- 
bitrary imposition  of  a  tax  official 
who  is  free  to  take  a  position 
without  accountability  to  any  clear- 
cut  rule  of  law  in  the  light  of  which 
a  court  or  other  independent 
authority  can  review  the  legality 


and  propriety  of  the  action  impos- 
ing the  tax.'' 

For  these  reasons.  Congress,  our 
citizens,  and  our  trading  partners 
should  reject  the  IRS'  quest  for 
more  power.  We  simply  can't  afford 
it.  Procedures  for  APAs,  programs 
for  stepped-up  enforcement  ac- 
tivities in  audit  or  in  litigation,  and 
programs  for  intensified  informa- 
tion reporting  or  exchange  of  infor- 
mation among  taxing  authorities 
cannot  function  as  substitutes  for 
the  principled  new  rules  of  sub- 
stance that  are  so  badly  needed  in 
this  area. 

The  IRS  has  urged  that  time  be  al- 
lowed to  field  test  the  results  of  the 
new  enforcement  money  and  re- 
quested powers.  This  need  for  field 
testing  has  been  urged  as  a  reason 
to  delay  legislative  change.  We 
believe  that  such  grounds  should 
be  rejected.  We  don't  have  to  spend 


"That  a  case-by <ase,  after-the-fact  ap- 
proach is  undesirabie  and  outmoded  is 
recognized  by  Commissioner  Peterson  in 
remarks  she  made  recently  descnbmg  a 
new  Service  program  called  "Compliance 
2000. "  She  descnbed  that  program  as  "a 
new  way  to  think  about  the  aamirustra- 
tion  of  the  tax  law. "  She  acknowledged 
that  "the  Service's  tradmonal  approach  to 
compliance  has  focused  on  "atter-the- 
fact'  activities,"  that  the  Service  "general- 
ly enter[s]  the  picture  alter  the  return  is 
j    filed  (or  not  filed),  after  the  mistake  has 
I    been  made,  [and]  after  the  monev  is  owed. 
!    She  reported  that"  (tjhis  philosophy  has 
bred  programs  that  focus  on  compliance 
on  a  case-by-case  basis"  and  that  "(tlhis 
approach  generally  produces  a  correct  in- 
dividual tax  result  but  often  leaves  unad- 
dressed  the  reason  or  motive  for  the 
onginai  noncompliance. "  She  acknowl- 
edged that  "Compliance  2000"  "recog- 
nizes that  a  good  part  of  what  we  call 
noncompliance  with  the  tax  laws  is 
caused  by  the  taxpayer's  lack  of  under- 
standing of  wfiat  IS  required  in  the  first 
place,"  and  advised  that,  "[gjiven  that 
realitv,  it  makes  better  business  sense  to 
help  broad  segments  of  taxpayers  comp- 
ly." Remarks  of  Commissioner  of  Internal 
Revenue  Shirlev  Peterson,  made  on  April 
1 ,  1992.  in  Washington,  D.C.,  before  the 
Tax  Ececutlvelnstltute.S«92^^f771-21 
(April  2, 1992). 

Similar  views  recognizing  that  uncer- 

taintv  in  tax  law  and  litigation  are  not  in 

I    the  public  mterest  were  also  expressed  by 

I    Treasury  Assistant  Secretary  Goldberg  m 

1    another  connection,  where  he  stated  that 


"(tlhe  current  r^ime  for  taxing  pur- 
chased intangibles  leads  to  frequent  and 
expensive  controversies  Isetween  tax- 
payers and  the  Internal  Revenue  Service; 
and  depnves  the  federal  government  of 
substantial  tax  revenues  that  are  properly 
due  and  owing."  He  acknowledged  that ' 
"[njo  amount  of  after-the-fact  enforce- 
ment and  libgabon  can  remedy  the  situa- 
tion— legislation  is  essential  if  we  are  to 
eliminate  this  source  of  waste,  inefficien- 

?f,  and  controversy."  Statement  of 
reasury  Assistant  Secretary  for  Tax 
Policy,  Fred  T.  Goldberg,  Jr.',  before  the 
Senate  Finance  Committee  at  hearings  on 
proposed  legislabon  (H.R.  3035)  relating 
to  the  tax  treatment  of  purchased  intan- 
gibles. Those  comments  atxiut  after-the- 
fact  enforcement  and  litigation  as  a  source 
of  waste,  meffidency  and  controversy 
seem  to  us  to  be  equally  applicable  to  the 
currentregulatorv  regime  under  section 
482. 

Secretary  Goldberg  also  remarked 
recently  in  reference  to  a  business  plan 
that  was  released  by  Treasury  and  the  Ser- 
vice on  May  15, 1992,  and  that  sets 
regulatorv  and  other  administrative 
pnorites  for  the  remainder  of  the  vear, 
that  "(tlax  policy  must  \x  guided  by  the 
public  It  serves.  We  want  to  provide  tax- 
payers with  the  certainty  needed  for  busi- 
ness transactions.  By  establishing  our 
pnorities,  the  government  can  be  held  ac- 
countable bv  me  public. "  55  Tax  Notes 
1008  (May  25. 1992).  55  Tax  Notes  1155 
(June  1 ,  1992).  A  press  release  accompany- 
ing the  business  plan  also  stated  that 
"[w]ithin  the  framework  of  existing  law, 
our  overall  objectives  are  to  enhance 
voluntary  compliance  and  reduce  tax- 
payer burden.   92  rNT104-150  (May  IS, 
1992).  We  believe  that  continuation  of  the 
existing  approach  under  section  482 
would  be  inconsistent  with  the  objectives 
of  the  busmess  plan.  It  certainlv  does  not 
provide  certainty  for  business  transac- 
tions nor  does  it  reduce  the  taxpaver's  bur- 
dens. The  proposed  regulations  are  likely 
to  create  more  uncertainrv  and  mcrease 
the  taxpayers  burdens. 

^Chief  Judge  Nuns  of  the  US.  Tax 
Court,  in  commenting  on  a  "rather  tiou- 
bling"  statement  in  a  1989  congressional 
committee  report  that  the  conlerees  had 
been  informed  that  the  Tax  Court  was 
"sutjstituting  its  judgment"  for  that  of  the 
commissioner  in  reviewing  section  482 
cases,  stated:  "I  wish  to  assure  Congress 
and  all  others  that  the  Tax  Court  has  no  in- 
tention of  routinely  substituting  its  judg- 
ment for  that  of  the  tax  administrator. 
Nevertheless,  many  of  the  cases  we've 
been  taUung  about  involve  hundreds  of 
millions  of  dollars,  sometimes  determined 
by  the  commissioner  in  the  most  general- 
ized way,  and  in  a  free  society  such  as 
ours,  it  is  essential  that  review  by  an  inde- 
pendent tribunal  like  the  Tax  Court  be 
available.  And  nothing  must  be  done  to 
undermine  that  independence."  Remarks 
of  Judge  Arthur  L.  Nims  HI,  m  Chicago 
before  U3.A.  branch  of  International  Fis- 
cal Assoaation  (March  1, 1991 ).  quoted 
and  discussed  in  Wickham,  'Transfer  Pric- 
ing," supra  note  6,  at  23-2S. 
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vears  of  empirical  field  testing  and 
millions  if  not  billions  of  dollars  to 
know  that  the  case-by-case  ap- 
proach is  a  problem  that  the  public 
interest  requires  to  be  solved,  not 
embraced."* 

B.  Proposed  Regulations 
Intensify  Problems 

In  their  presentations  to  the 
House  Oversight  Subconrunittee  at 
the  hearmgs  held  in  April  of  this 
year  and  in  their  simultaneous 
report  to  Congress  on  section  482, 
TreasuT)'  and  IRS  policv-makers 
cited  their  newly  proposed  substan- 
tive regulations  as  one  of  their  ad- 
ministrative steps  for  enforcement 
of  section  4S2  that  would  make 
"la]dditional  legislative  changes . . . 
premature  at  this  time.""' 

We  disagree.  As  we  have 
developed  earlier,  the  proposed 
regulations  do  not  even  purport  to 
solve  the  core  problems  that  are  at 
the  root  of  the  major  difficulties 
being  experienced  in  the  area.  We 
suggest  that  statements  or  implica- 
tions to  the  contrary  should  be  dis- 
missed bv  Congress  and  be  viewed 
instead  as  a  declaration  by  Treasury 
and  the  Sen.'ice  of  their  intention  to 
continue  their  costly  msister.ce  on 
permitting  only  their  arm's-length 
pricing  standard  to  be  used."' 

C.  Unilateral  Measures  Offer 
Only  Partial  Solutions 

As  we  have  noted  earlier,  some 
of  the  major  problems  under  the 
present  system  can  be  remedied  by 
unilateral  action.  Thus,  we  have 
noted  a  number  of  administrative 
or  legislative  actions  that  could  be 
taken  unilaterally  by  the  United 
States  that  could  effect  important 
reductions  m  the  high  level  of  dif- 
ficulties now  being  experienced. 
Some  of  the  problems,  however,  are 
soluble  onlv  by  international  agree- 
ment. This  IS  particularly  true  of  is- 
sues concerning  fairness  of  the 
share  of  revenues  denved  by  each 
of  two  or  more  countries  from  the 
same  international  business  transac- 
tions. Accordingly,  international 


agreement  among  competing 
taxmg  jurisdictions  is  required  to 
secure  more  than  a  partial  solution 
to  conflicts  among  countries'  sub- 
stantive or  procedural  rules  pertam- 
mg  to  allocation  of  the  base  for 
taxing  income  from  international 
transactions.  That  is  true  \vhether 
the  rules  involved  relate  explicitly 
to  jurisdiction  to  tax  income,  to  al- 
lowance of  a  credit  against  tax  of 
the  domiciliary  country  for  tax  of 
the  source  country,  or  to  a 
domiciliary  country's  exercise  of  a 
section  482-tvpe  power  in  a  manner 
that  conflicts  with  source  rules. 

To  some  this  point  is  obvious;  to 
others  it  is  not.  Perhaps  that  is  be- 
cause of  a  habit  in  the  United  States 
for  so  many  vears  of  thinking  only 
in  terms  of  what  the  United  States 
can  do  legislatively  or  administra- 
tively to  change  its  tax  approach  to 
international  businesses.  Wliatever 
the  reason,  the  result  is  that 
proposals  often  are  put  forward  as 
alternatives  for  solving  problems  m 
this  area  without  recognition  that 
thev  can  be  only  parbal  solutions  to 
problems  that  require  international 
agreement.  This  is  true,  for  ex- 
ample, of  transfer-pricing  pro- 
posals in  the  1992  Foreign  Tax  BiU 
aimed  at  assuring  the  United  States 
its  fair  share  of  income  tax  from  in- 
ternational busmess  trar\sactions. 
Our  tax  policymakers  in  the  United 
States  need  to  understand  that  there 
are  distinct  limits  to  what  can  be  ac- 
complished by  just  talking  to  our- 
selves. We  must  also  talk  with  our 
trading  partners  if  we  are  interested 
m  establishing  internationally 
agreed  standards  for  determining 
the  fairness  of  respective  national 
shares  of  the  international  income 
tax  base. 

D.  Unadminislrable  Rules 

An  agreement  is  not  effective  to 
bind  the  parties  and  is  not  enforce- 
able if  the  subject  matter  of  the 
agreement  does  not  exist.  The  agree- 
ment is  illusory.  An  agreement  to 
divide  taxing  rights  by  reference  to 
a  comparable  arm's-length  price  is 


sunilarlv  illusorv  if  the  comparable 
arm's-length  price  does  not  exist,  or 
if  it  exists  but  cannot  be  found. 

Similarly,  an  agreement  is  not  ef- 
fective to  bind  the  parties  and  is  not 
enforceable  if  it  is  so  vague  or  am- 
biguous in  mearung  that  arbitration 
authorities  are  unable  to  accord  the 
language  of  the  agreement  an  inter- 
pretation that  can  be  reduced  to 
practice  in  a  way  the  parties  can 
fairly  be  said  to  have  mtended. 


^Congress  eliminated  tfie  anachronis- 
tic case-by-case  approach  formerly  re- 
quired for  transfers  subject  to  section  367 
for  reasons  tfiat  are  also  applicable  fiere 
under  section  4S2. 11  did  so  initially  with 
respect  to  section  367(b)  m  the  1976  act, 
and  with  respect  to  section  367(a)  in  the 
1984  act.  In  1976  Congress  concluded  that 
the  case-bv-case  approach  was  no  longer 
sansfacton'  with  respect  to  transfers 
under  section  367(b).  It  required  that  the 
regulations  prescribe  more  defmitive 
rules  to  guide  taxpavers.  Congress 
enactedctianges  in  the  statutory 
provisions  of  secoon  367  in  the  1976  act  to 
.    avoid  the  necessity  of  case-by-case  tax 
avoidance  determinations  theretofore  re- 
quired in  certain  transfers.  H.R.  Rep.  \o. 
94-65S.  94th  Cone.  IslSess.,  241(1975) 
•TRA  76  House  Report",  1976-3 C.B- 931 
at 953  S.Rep.  No.  94-938. 94th  Cong,.  ;d 
Sess..  261  at  263  (1976).  1976-3 12  CB.  299 
at  301 .  The  explanahon  of  that  legislanon 
in  the  Joint  Committee  Staff's  "Blue  Book  " 
reported  that  "lt]he  Congress  further 
believes  that  the  interpretation  oi  the  rules 
governing  exchanges  described  in  secnon 
j67  should  not  be  done  in  individual 
rulings  but  should  t)e  provided  by  clear 
and  certain  reguiahons,"  thai  "imneces- 
sarv  bamers  to  justifiable  and  legitimate 
business  transactions  should  beavoided." 
and  that  "[t]he  Congress  believes  that  L'.S 
taxpavers  parncipating  m  certain  types  of 
transactions  mvolving  foreign  corpora- 
tions should  be  able  to  determine  the  tax 
!    effect  of  the  ti-ansaction  from  the  statute 
and  accompanving  regulations  rather 
than  being  required  to  apply  to  the  Inter- 
nal Revenue  Service  for  a  delermmahon 
in  advance  of  the  transaction  "  Staft  of  the 
loint  Committee  on  Taxation,  "General 
Explanation  of  The  Tax  Reform  .Act  of 
1976  (H.R.  10612. 94th  Cong,  2d  Sess., 
Public  Law  94-155)"  at  258  and  259 
(December  29, 1976). 

""'  1 992  Treasur.'  Report,"  mpra  note 
13,  at  "Executive  Siimmary."  item  (c). 

'To  the  contrarv",  the  "1992  Treasure- 
Report"  stated  that  ""Itjhe  proposed 
regulations  also  respond  to  Congressional 
concerns  that  more  ngorous  standards 
should  appiv  in  choosmg  the  comparable 
data  used  to  )ustifv  theconslderation 
charged  in  a  controlled  transaction.  U.  at 
4-1. 
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The  considerations  just  noted  are 
relevant  not  only  to  the  binding 
status  of  Treasury's  ann's-length 
pricing  interpretation  of  intema- 
tioned  agreements  now  in  place  but 
also  to  objectives  to  be  set  regarding 
the  content  of  nev^'  international  tax 
agreements  that  are  to  be  sought.  To 
be  effective,  an  interna tioned  agree- 
ment dividing  rights  to  the  taxation 
of  income  from  international  busi- 
ness transactions  should  rely  on  ex- 
isting and  known  factors  that  per- 
mit the  reduction  of  principles  to 
finite  numbers  required  on  income 
tax  retxims. 

rv.  Possible  New  Directions 
for  Solutions 

Genercilly,  the  new  directions  we 
suggest  require  a  shift  in  the  U.S. 
policies  with  respect  to  each  of  the 
core  problems  identified  above.  We 
recognize  that  new  directions, 
while  solving  some  of  the 
problems,  will  allow  others  to  exist 
and  may  also  generate  new 
problems.  We  also  recognize  that 
there  will  always  be  problems  of  in- 
terpretation. With  such  recognition, 
we  nevertheless  suggest  for  con- 
sideration new  directions  that  may 
be  summarized  as  follows: 

•  Shift  away  from  a  system  having 
intentionally  vague,  in  terrorem 
rules  or  no  rules  at  all  to  one  that 
prescribes  definitive  rules  that  are 
readily  reducible  to  numbers  re- 
quired in  tax  returns. 

•  Shift  away  from  requiring  focus 
on  the  rigjit  price  for  an  internal, 
non-arm 's-length  transaction 
among  members  of  a  controlled 
group  and  iristead,  disregard  such 
intercompany  transfers,  and  con- 
centrate on  geographically  allocat- 
ing combined  profit  or  loss  real- 
ized by  the  group. 

•  Focus  on  developing  a  single,  new 
set  of  unified  source  rules  for 
geographically  allocating  profit  or 
loss  on  terms  that  are  the  same  for 
unincorporated  branches  and  in- 
corporated subsidiaries  and  that 


cire  meshed  with  rules  under  sec- 
tion 482. 

Focus  on  formulating  tind  obtain- 
ing the  needed  multinational 
agreement  on  rules  for  harmoniz- 
ing and  resolving  conflicts  ctmong 
competing  multinational  tax 
claims  to  income  from  internation- 
al sales  of  goods  or  services,  espe- 
cially (a)  substantive  rules  for 
geographically  sourdng  or  allocat- 
ing profit  and  (b)  procedural  rules 
establishing  a  framework  for 
resolving  conflicts  among  multina- 


The  U.S.  should  abandon 
the  established  practice  of 
not  prescribing  rules  of 
general  apphcation  that 
are  reducible  to  numbers 
on  tax  returns.  It  should 
act  unilaterally,  without 
fiirther  delay,  to  profxjse 
and  then  to  promulgate 
rules  that  clearly  state 
what  is  expected. 


tional  interpretations  and  applica- 
tions to  specific  cases  of  substan- 
tive sourdng  and  jurisdictiotial 
rules. 

The  new  directions  we  suggest 
are  discussed  in  more  detail  in  the 
materials  that  follow. 

A.  Rules  Instead  of  No  Rules  or 
niusory  Rules 

The  United  States  should  aban- 
don the  established  practice  of  not 
prescribing,  and  not  committing  in 
advance,  to  definitive,  workable, 
and  publicly  promulgated  rules  of 
general  application  that  eire 
reducible  to  numbers  on  tax  returns 
and  meet  the  needs  for  guidance  of 
all  concerned.  Instead,  d\e  United 
States  should  act  urulaterally, 
without  further  delay  and  within 
publicly  committed  time  deadlines. 


to  propose  for  public  consideration 
and  then  to  promulgate  in  final 
form,  definitive,  specific,  workable, 
cmd  prospective  rules  that  clearly 
inform  taxpayers,  tax  officials,  and 
judges  what  is  expected  for  (i)  deter- 
mining and  reporting  net  income  or 
loss  from  international  business 
transactions  which  involve  one  or 
more  members  of  a  commonly  con- 
trolled group  and  for  (ii)  allocating 
the  net  income  or  loss  from  any 
such  transaction  to  countries  of 
source.  The  proposed  regulations 
under  section  482  that  were 
released  in  January  of  this  year  do 
not  satisfy  this  standard  and 
amendments  necessary  to  meet  the 
standard  should  be  published 
promptly  for  public  consideratioa 

Preferably,  this  task  would  be  ac- 
complished administratively  to  the 
maximum  extent  possible  by 
amending  regtilations  under  sec- 
tion 482,  publishing  revenue 
rulings  arul  revenue  procedures, 
and  pursuing  international  consul- 
tations— all  within  time  constraints 
conunensurate  witiK  the  urgency  of 
the  problents  presented.  Congress 
is  neither  equipped  nor  constitu- 
tior\ally  positioned  to  take  ad- 
rrunistrative  action  or  to  obtain  the 
ensuing  multiiutional  agreements 
that  are  needed. 

If,  however.  Treasury  and  the  IRS 
fail  to  act.  Congress  should  set 
deadlir\es  and  enact  legislation  im- 
plementing clear  and  workable 
new  rules  that  would  be  an  ai>- 
propriate  starting  point  for  an  inter- 
nationally harmonized  regime." 


'%Ve  do  not  share  the  view  recently  at- 
tributed to  former  Assistant  Treasury' 
Secretary  Gideon  that  Congress  t^as  tew  ai- 
temabve  courses  ot  action  other  than  a  for- 
mula approacti.  1  Tax  Management  Transfer 
Pricing  Report  SMbQAxy  13, 1992).  We 
thir\k  it  would  be  preferable  for  Treasury 
to  lead  the  way.  If  it  continues  not  to,  how- 
ever, we  think  there  are  many  ophons 
open  to  Congress  for  using  its  powers  to 
correct  directions  of  the  US.  policy  m  this 
area  to  move  toward  more  workable 
methods  for  geographic  apportionment. 
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Congress  fcxjk  action  with  respect 
to  section  367  to  negate  the  case-by- 
case  approach  under  section  367.  U 
there  is  a  continued  failure  by 
Treasury  and  the  IKS  to  abandon 
the  case-by-case  approach  under 
section  482,  Congress  should  take 
corresponding  action  as  needed 
with  respect  to  rules  under  section 
481™ 

B.  Ann's-Length  Pricing  Not 
Exclusive 

The  new  substantive  rules 
adopted  by  the  United  States 
should  abandon  an  attempt  to  es- 
tablish a  hypothetical  tax  price  or  a 
constructive  operating  profit  for  a 
given  party."'  These  new  rules  at  the 
verv  least  should  permit  use  of 
other  arm's-length  methods  that  do 
not  require  to  resort  to  comparables 
or  construction  of  hypothetical 
prices  for  mtercompany  transac- 
tions. That  change  alone  would  do 
more  than  perhaps  any  other  single 
action  to  reduce  mounting 
problems  m  the  area,  and  it  can  be 
unilaterally  and  quickly  effected  by 
amending  the  pending  proposed 
regulation.  The  new  U.S.  rules 
should  permit  and  define  methods 
for  determirung  and  then  allocating 
to  countries  of  source  the  combined 
arm's-length  profit  or  loss  derived 
by  a  controlled  group  from  transac- 
tions concluded  at  arm's-length 
with  uiuelated  parties.*"  The  new 
rules  should  authorize  a  split  of  the 
parricipants'  actuail  (as  distin- 
guished from  a  constructive)  arm's- 
length  profit  or  loss,  usmg  for  the 
split  definitively  specified  and 
weighted  factors  from  among  rules 
of  source  described  further  below. 
The  rules  used  would  fix  the 
geographic  locale  of  the  particular 
business  activities,  assets,  person- 
nel markets,  and  other  factors  on 
which  the  country  bases  its  claim  to 
tax  a  portion  of  the  mcome 
Generated  bv  that  busmess. 
Technical  changes  to  the 
Treasurv  regulations  under  section 
482  to  implement  the  approach  sug 


gested  should  include  those  needed 
to  achieve  the  following: 

(1)  To  determine  on  an  arm's- 
length  basis  true  taxable  income 
from  any  international  transaction 
(or  senes  of  transactions)  invohing 
more  than  one  member  of  a  control- 
led group  — 

(a)  Allow  actual  combined  tax- 
able income  or  loss  of  a  control- 
led group  from  a  transaction  or 
transactions  concluded  at  arm's 
length  with  an  unrelated  party 
to  be  computed  as  if  the  par- 
ticipants of  that  group  in  the 
transaction  were  a  single  entity:*' 

(b)  Disregard  or  eliminate  any 
intercompany  transactions 
among  members  of  the  control- 
led group  and  do  not  treat  any 
such  intercompany  transaction 
as  an  event  requiring  recogni- 
tion of  gain  or  loss  for  mcome 
tax  purposes: 

(c)  Do  not  require  that  a  price 
at  arm's  length  be  established  in 
respect  of  any  mtercompany 
transfer  of  property  or  ser\-ices 
among  members  of  the  control- 
led group. 

(2)  Allocate  the  combined  taxable 
income  or  loss  of  the  participating 
members  of  the  controlled  group  as 
thus  determined  from  a  given  trans- 
action (or  series  of  transactions)  at 
arm's  length  to  geographic  sources 
within  the  United  States  and  to  sour- 
ces in  countries  without  the  United 
States,  using  such  of  the  modified 
new  rules  of  source  recommended 
and  described  further  below  as  are 
selected  and  specified  for  this  pur- 
pose. 

(3)  Also  allocate  such  combmed 
taxable  income  or  loss  of  the  par- 
ticipating members  of  the  control- 
led group  among  appropriate  mem 
bers  of  the  controlled  group  that 
participated  in  the  transaction  at 
anv  stage,  using  such  modified 
source  rules  for  that  purpose  also. 

Identifying  the  geographic 
source  of  an  item  of  mcome  or  an 
Item  of  deduction  is  likely  to  iden- 
tiiv  the  member  of  the  controlled 


group  to  which  the  item  should  be 
allocated.  That  is  the  way  that  items 


™S«,  for  example,  the  cominents  of 
Patrick  Heck,  House  Oversight  Subcom- 
mittee Assistant  Counsel,  made  before  a 
conference  of  the  Amencan  Tax  Inshtute 
in  Europe  held  in  Pans,  reported  m  114 
Dailv  Til  Report  (BNA)  G-1&2  (June  12, 
1992). 

^^This  does  not  mean  that  an  arm's- 
length  standard  for  determining  profit  or 
loss  should  be  abandoned  Taxable  profit 
or  loss  IS  commonly  determined  by  tax  ac- 
counting methods  tliat  disregard  transac- 
tions among  related  parties  and  take 
account  only  of  transactions  at  arm's- 
length. 

"This  approach  is  used  m  a  limited 
context  in  section  203  of  the  1992  Foreign 
Tax  BiU.  supra  note  17. 

"The  suggested  concept  oi  treatmg  an 
entire  controlled  group  as  a  single  enBt>-  for 
such  a  smgle  purpose  is  hardlv  new  to  the 
tax  law  There  already  are  vanous 
provisions  under  which  (i)  interest  ex- 
pense, (ii)  all  expenses  I  other  ttian  interest) 
which  are  not  directlv  allocable  or  appor- 
tioned to  anv  specific  income-producmg  ac- 
tivitv',  and  (iii)  certain  research  and 
development  expendirures,  are  to  be  deter- 
mined, allocated  and  apportioned  as  if  all 
of  the  members  of  an  "atfiliated ''group 
were  a  single  corporahon  Sts  IRC  sections 
lb3(|)(60)(c),  864<el(l)and  lb),  and  S64{f)(4). 
This  suggestion  is  also  analogous  to  the  ap- 
proach used  m  determirung  the  combined 
taxable  income  from  a  given  transaction  ot 
a  foreign  sales  corporation  (FSC )  or  the  ear- 
lier domestic  international  sales  corpora- 
'    hon  ( DISC)  and  its  related  supplier. 

The  approach  suggested  also  is  used  in 
section  26j.  the  1992  Foreign  Tax  Bill,  iuprj 
note  17  5efj/.«  section  101  01  tfiat  bill  It 
provides  ttiat  taxpavers  may  take  into  ac- 
count the  mterest  expenses  ano  assets  of 
foreign  subsidianes  for  purposes  of  allocat- 
\    ing  and  apportionmg  interest  exoenses  be- 
i    twecn  gross  income  rrom  U.S.  sources  and 
foreign  sources.  In  addition,  the  bill  would 
expand  the  rvpes  of  corporations  tfiat  are 
treated  as  ftriandai  institutions  lor  pur- 
poses of  applv-ing  the  one-taxpayer  rule 
separately  to  financial  institutions  in  a  re- 
!    lated  group. 

1         Further,  section  201  of  tfiat  bill  would 
1    »enerailv  repeal  deferral  on  controlled 
foreign  corporations  by  treating  as  subpart 
F  income  generally  all  of  a  controlled 
foreign  corporabon's  eammgs  and  profits 
for  the  taxable  year.  .According  to  the  state- 
ment explaining  that  provision,  under  the 
bill,  thecode  retains  much  oi  present  law 
solelv  to  preserN'e  the  tax  treatment  ap- 
\    pbcable  to  eammgs  and  profits  (and 
!    defiats  in  earnings  and  profits  lattnbutable 
\    to  years  beginrungpnor  to  the  effective 

dateof  thebill. 

The  Semce  alreadv  has  the  powers  to  re- 
quire foreign  as  well  as  domesnc  ennties  to 
report  the  iniormaQon  and  to  furnish  the 
records  tliai  are  needed  to  audit  the  com- 
bined taxable  mcome  or  loss  reported  by 
the  taxpayer.  See.  e.g  ,  IRC  sechons6038, 
603SA,  603SB.  and  603SC. 
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of  income  and  items  of  deduction 
are  allocated  to  a  brancK  The  tax- 
able income  effectively  connected 
to  a  branch  is  determined  first;  then 
the  renxaining  items  not  allocable  to 
the  branch  are  allocated  to  the 
balance  of  the  enterprise  of  which 
the  branch  is  a  part 

(4)  As  linder  existing  law,  deter- 
mine U.S.  tax  by  applying  the  U.S. 
tax  rate,  in  the  case  of  a  foreign 
member  of  the  controlled  group, 
only  to  the  U.S.-source  portion  of 
the  combined  taxable  income,  and 
then  reduce  the  tentative  U.S.  tax 
by  a  foreign  tax  credit  allowable  by 
the  United  States  for  foreign  taxes 
on  the  foreign-source  portion  of  the 
combined  taxable  income,  using  for 
these  purposes,  however,  the 
unified  set  of  modified-source  rules 
recommended  and  described  below. 

Precedents 

The  approach  suggested  is  con- 
sistent with  the  arm's-length  stan- 
dard. Similar  approaches  already 
treated  as  being  consistent  with  an 
arm's-length  standard  include  the 
following:  (i)  the  profit-split 
method  as  applied  by  the  IRS  on 
audit  after  a  functional  analysis 
where  none  of  the  three  earlier 
methods  of  determination  is  ap- 
plicable; (ii)  the  profit-split  method 
applied  by  the  courts  (even  where 
the  existing  Treasury  regulation  re- 
quires an  arm's-length  price),-*'  (iii) 
the  "commensurate  with  income" 
method  required  in  section  482  for 
intangibles;  and  (iv)  the  profit-split 
method  applied  by  Treasury  in  the 
White  Paper  in  allocating  residual 
income,  ahex  application  of  the 
basic  arm's-length  rate  of  return 
method  ("BALRM")  to  measurable 
factors  attributable  to  each  of  two 
related  parties  each  of  whom  has  a 
valuable  intangible  that  carmot  be 
readily  measured." 

The  approach  suggested  is  con- 
sistent with  viewing  those  mem- 
bers of  a  control  group  who  par- 
ticipated in  a  given  transaction  as 
members  of  a  joint  venture  with 


respect  to  that  transaction.  As  we 
see  it,  the  problem  is  one  of  allocat- 
ing the  profit  or  loss  from  a  given 
transaction  derived  by  the  joint  ven- 
ture among  those  members  of  a  con- 
trol group  who  participated  in  it. 
The  starting  point  should  be  the 
profit  or  loss  realized  by  the  joint 
venture  in  the  given  transaction 
with  an  unrelated  party.  The  ap- 
proach is  consistent  with  an  arm's- 
length  standard,  since  independent 
parties  do  enter  into  joint  ventures 
with  other  independent  parties. 
That  was  the  rationale  recognized 
by  the  White  Paper  m  requiring  a 
profit  split  of  the  residual  income 
from  a  given  transaction  (remain- 
ing after  application  of  the  BALRM) 
in  those  circumstances  in  which 
each  of  the  two  members  of  the  con- 
trol group  owned  valuable  intan- 
gibles that  were  involved  in  the 
given  transaction." 

The  approach  suggested  does 
not  violate  any  of  our  treaty  obliga- 
tions. No  provision  of  any  treaty  re- 
quires arm's-length  pricing. 

We  suggest  that  the  Treasury 
Department  be  required  to  report 
on  the  direction  and  anticipated 
timing  of  its  efforts  toward  develop- 
ing new  substantive  rules  regard- 
mg  the  subjects  addressed  here.  If 
sections  601-603  of  the  1992  Foreign 
Tax  Bill  were  enacted  into  law  and 
Treasury  were  thereby  required  to 
file  a  study  of  section  482  with  Con- 
gress by  January  1, 1994,  this  could 
be  included  in  that  report 

C  New  Source  Rules 

The  United  States  should  act 
unilaterally  to  adopt  one  set  of  new, 
substantive  source  rules,  properly 
meshed  with  entity  reallocation 
rules  under  section  482,  for  deter- 
mining the  portion  of  net  income  or 
loss  from  an  international  business 
transaction  (or  series  of  such  trans- 
actions) that  it  will  consider  proper- 
ly allocable  to  various  countries 
having  contact  with  a  trahsactiori.** 
It  should  do  that  instead  of  continu- 
ing its  present  practice  of  (i)  provid- 


ing no  explicit  source  rule  as  a 
standard  for  exerdse  of  the  entity 
reallocation  powers  granted  by  sec- 
tion 482  for  international  transac- 
tions effected  by  a  business  through 
a  controlled  subsidiary  or  a  com- 
monly controlled  affiliate,  and  (ii) 
i   providing  explicit  rules  only  for 
i   determining  geographic  source  for 
I   an  international  business  transac- 
tion effected  directly  by  an  enter- 
prise or  through  an  unincorporated 
branch**  which  are  in  conflict,  or  at 
least  not  coordinated,  with  results  re- 
quired indirectly  under  section  482." 


''See  discussion  in  the  1 988  White 
Paper,  supra  note  14,  at  36  and  the  cases 
described  in  that  discussion. 

"The  proposed  regulations  recognize  a 
profit  split  as  a  profit  level  indicator  to  be 
taken  into  account  They  do  so,  however, 
only  under  tiiruted  circumstances  and,  un- 
fortunately, still  require  resort  to  com- 
parables  to  make  the  split.  The  proposed 
regulations  in  substance  proviae  tor  a 
profit  split  orcuitously  through  the  con- 
struction of  a  comparable  profit  interval 
and  a  constructive  operating  profit. 
Though  described  as  a  means  tor  deter- 
mining an  aiTO's-Iength  price,  it  is  mereiv 
a  method  of  splitting  a  profit. 

"See  1988  White  Paper,  supra  note  14, 
atS-24. 

"Section  203  of  the  1992  Foreign  Tax 
Bill,  supra  note  17,  would  do  that  in  a 
limited  context  for  U-S.  tax  purposes. 

"In  general,  see  IRC  sections  861 ,  862, 
863, 864, 865  for  the  existing  source  and  re- 
lated rules.  Section  863(0(1 )  provides 
specified  source  rxiles  tor  transportation 
that  begins  or  ends  in  the  U.S.  section 
863(d)  provides  specified  source  rules  for 
space  and  ocean  activities.  Section  863(e) 
provides  specified  source  rules  for  inter- 
national communications  mcome.  Section 
865(e)(2)(A)  B-eats  as  income  fi-om  a 
United  States  source  income  fiom  certain 
sales  of  personal  property  by  a  nonresi- 
dent, including  the  sale  ot  inventory  "at- 
I    tributable"  to  an  office  or  other  fixed  place 
I   of  business  within  the  United  States.  The 
I    latter  is  not  applicable  to  sales  of  inven- 
tory wtiich  IS  sold  for  use,  disposition  or 
consumption  outside  the  Umted  States,  if 
an  office  or  fixed  place  of  business  of  the 
taxpayer  in  a  foreign  country  participated 
materially  in  the  sale.  See  also  IRC  section 
S64(c)(4)<B)(i:i). 

"See  the  Examples  earlier  in  the  text 
beginning  at  notecall  54.  See  also  IRC  sec- 
tion 863(b)  and  Treas.  Reg.  section  1.863- 
3(t)(2),  Example  1  and  section 
1 .863-3T(b)(2),  Example  2:  IRC  section 
864(c)(3)  ("force  of  attraction"),  section 
864(c)(4)(B)  and  (5),  and  Treas.  Reg.  sec- 
tion 1.864:  and  IRC  section  865(e)(2)(A). 
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Recommended  Criteria  for  New 
Source  Rules" 

The  new  substantive  rules 
adopted  by  the  United  States  for 
determining  geographical  source 
should  relate  to  all  types  of  income 
and  expenditure  entering  into  deter- 
mination of  net  profit  or  loss.  The 
new  rules  should  provide  operating 
rules  to  resolve  difficult  classifica- 
tion questions  that  frequently  arise 
regarding  the  particular  source  rule 
that  is  to  govern  allocation  of  that 
item.  The  new  rules  should  applv  to 
fix  geographical  source  both  for 
purposes  of  a  countr\''s  exercise  of 
jurisdiction  to  tax  on  the  basis  of 
source  and  for  its  allowance  of 
credit  for  another  countP,-'s  tax  on 
income  from  sources  in  the  other 
country.  The  new  rules  should  allo- 
cate the  combined  net  income  (or 
loss)  of  the  controlled  group  from 
each  transaction  with  an  inde- 
pendent third  party  by  reference  to 
a  set  of  specific  factors  whose  rela- 
tive weights  are  specified  and 
whose  meanings  are  sufficiently 
clear  to  be  reducible  to  numbers  re- 
quired on  tax  returns.  The  factors 
should  c^^ll  only  for  financial  data 
that  should  be  readily  available  to 
any  properly  managed  business. 

Unlike  many  of  the  existing  U.S.- 
source  rules,  the  new  rules  should 
focus  not  on  legal  formalities,  but 
on  the  geographic  locale  of  the  busi- 
ness activities,  assets,  personnel, 
markets,  and  other  factors  that  are 
actually  involved  in  producing  the 
business  income  or  loss  to  be  allo- 
cated. These  criteria  should  prevent 
taxpayers — or  taxing  authorities — 
from  fixing  source  by  reference  to 
arbitrary  factors  that  lack  economic 
reality  and  that  are  open  to 
manipulation  for  tax  purposes. 
Thus,  we  suggest  that  the  factors  so 
far  as  possible  ignore  legal  for- 
malities, such  as  place  of  passage  of 
legal  title  to  goods  or  place  of  incor- 
poration or  organization  of  a  busi- 
ness, that  are  open  to  manipulation 
for  tax  purposes.  The  factors  also 
should  not  include  ones  that  are  un- 


likely to  be  acceptable  bv  other 
countries  as  a  reciprocally  ap- 
plicable standard  for  geographic  al- 
location of  the  international  income 
tax  base.  In  other  words,  the  new 
rules  also  should  have  a  realistic 
prospect  for  gaining  international 
acceptance  by  other  countries,  espe- 
aally  those  that  are  major  trading 
partners  of  the  United  States.  U.S.- 
source  rules  that  fail  to  take  account 
of  major  revenue  and  mtemal  politi- 
cal interests  of  trading  partner 
countries  are  likelv  to  foster  interna- 
tional conflict  and  double  taxation 


The  U.S.  should  take  the 
initiative  to  formulate 
and  to  secure  multina- 
tional agreement  to  a 
single  new  set  of  defini- 
tive rules  for  geographi- 
cally allocating  income 
and  loss  to  source.  Prefer- 
ably, this  would  be  accom- 
plished through  a  single, 
multilateral  treaty. 


and  to  be  unstable  due  to  their 
failure  to  do  their  job. 

We  do  not  suggest  that  Treasury, 
the  IRS  or  the  Congress  await  agree- 
ment by  all  other  interested  nahons 
before  acting  legislatively  or  ad- 
ministratively to  adopt  new  source 
rules.  That  would  be  unrealistic;  the 
United  States,  like  other  countries, 
must  have  rules  on  such  subjects  to 
administer  its  tax  laws  pending  in- 
ternational agreement.  To  the  con- 
tiary,  we  suggest  that  the  United 
States  take  the  lead  in  acting 
unilaterally  to  modify  its  source 
rules  and  its  section  482  rules  to  rid 
them  of  features  that  bear  little  or 


no  relation  to  the  geographic  locale 
of  the  achvities,  assets,  personnel, 
markets,  and  other  economic 
realities  mvolved  m  operation  of  an 
international  business.  It  should  do 
so,  however,  only  m  the  light  of 
past  or  future  consultations  with 
other  nations  in  order  to  establish 
that  the  rules  have  a  realistic 
prospect  for  acceptance  bv  the 
other  countries. 

D.  Multinational  Agreement  on 
Harmonized  Source  Rules 

The  United  States  should  take 
the  initiative  to  formulate  and  to 
secure  multinational  agreement  to  a 
single  new  set  of  definitive  rules  for 
geographically  allocatmg  income 
and  loss  to  source.  Preferably,  this 
would  be  accomplished  through  a 
single,  multilateral  treaty  to  which 
agreement  would  be  sought  bv  all 
nations  having  sigruficant  mtema- 
tional  business  transactions  and 
that  would  enter  mto  force  with 
respect  to  each  signatory  country  as 
it  agrees.  If  no  other  route  is 
feasible,  however,  this  could  be 
done  through  a  network  of  bilateral 
tax  treaties,  or  even  through  mter- 
national  executive  agreements  for 
implementing  reciprocity  as  to 
source  rules.  The  Treasury  Depart- 
ment should  pursue  this  objective 


,         "We  do  not  attempt  tiere  to  state 
I    spediic  substantive  terms  tor  aJI  the 
j    modified  new  source  rules  we  recom- 
I    mend.  We  tfiinktfiat  requires  completion 
j    of  a  substantia]  amount  of  research  work 
(espeaally  on  foreign  lawsand  prachces) 
,    and  intemabonai  consultation  triat  has 
'    not  yet  been  accomplished.  Dale  Wick- 
I    hairi  has  begun  work  on  a  collaborative 
;    project  looking  to  formulation  of  a  draft 
inlerrudonal  agreement  that  will  provide 
proposed  substantive  rules  for 
geographic  allocations  to  source  and  pro- 
cedural rules  for  resolving  issues  among 
countnes  that  anse  in  interpretabon  and 
I    applicahon  to  specific  cases  ot  the  substan- 
tive sources  and  related  rules  concerning 
j    a  party  country's  exercise  otjunsdiction 
j    to  tax  international  transactions  Lacking 
the  product  of  the  considerable  work  re- 
quired m  ttiat  project,  we  linut  ourselves 
here  to  general  cntena  we  recommend  for 
'    modified  new  source  rules. 
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by  developing  a  new  draft  treaty 
after  appropriate  consultations 
with  tax  officials  of  our  trading 
partners  and  through  appropriate 
channels  should  request  the  OECD 
and  the  United  Nations  to  initiate 
similar  work. 

Any  model  treaty  and  any  multi- 
lateral or  bilateral  treaty  should  pro- 
vide (i)  for  binding  arbitration  to 
resolve  any  disagreements  between 
two  competent  authorities  and  (ii) 
for  the  publication  of  the 
arbitrator's  decisions  and  reason- 
ing. The  treaty  should  also  provide 
that  a  taxpayer  requesting  the  assis- 
tance of  competent  authorities  has 
the  right  to  participate  in  the 
deliberations  with  the  competent 
authorities  of  any  other  jurisdiction 
involved  in  the  dispute.  Members 
of  the  European  Community  have 
agreed  to  a  convention  that 
provides  for  binding  arbitration." 
The  new  income  tax  treaty  between 
Germany  and  the  United  States 
provides  for  arbitration,  but  not  for 
binding  arbitration.*"  The  decisions 
of  some  international  tribunals  or 
bodies  are  made  public.  That  in- 
cludes the  decisions  of  the  Interna- 
tional Court  of  Justice  and  the 
decisions  of  the  Iranian — United 
States  Claims  Commission.  Sun- 
shine can  be  therapeutic.  It  imposes 
a  certain  discipline  on  all  con- 
cerned. It  should  not  be  shuimed. 

Any  such  treaty  should  also  pro- 
vide (i)  that  the  decision,  and  the 
reasoning  of  the  competent 
authorities  in  reaching  their 
decisions  be  made  public;  and  (ii) 
that  any  failure  of  the  competent 
authorities  to  reach  agreement  be 
reflected  in  a  document  reflecting 
their  respective  points  of  view,  their 
areas  of  agreement,  if  any,  and  their 
areas  of  disagreement.  That  docu- 
ment should  be  made  public  and 
would  serve  as  information  to  the 
arbitrator  responsible  for  deciding 
the  issues.  In  the  interim,  existing 
treaties  should  be  amended  to  pro- 
vide for  that  course  of  action.  Such 
decisions  and  reasoning  should  be 


made  public  in  sanitized  form  to 
conceal  identity  and  to  protect 
trade  secrets  and  other  proprietary 
information.  Technical  advice 
memoranda,  private  letter  rulings, 
genercil  counsel  memorzmda,  and 
revenue  rulings  are  now  made 
public  in  such  sanitized  form. 

Our  recommendation  of  a  multi- 
national agreement  is  certainly  not 
new.  It  was  made  in  December 
1965,  even  before  the  then- 
proposed  regulations  were  issued 
in  1966.  It  was  made  by  the 
Treasury's  Assistant  Secretary  for 


Our  recommendation  of  a 
multinational  agreement  is 
certainly  not  new.  It  was 
made  in  1965  by  Stanley 
Surrey.  He  recognized  that 
'a  unilateral  approach  by 
the  United  States,  or  any 
country,  is  not  sufficient... 
It  is  clear  that  this  must  be 
the  ultimate  goal:  an  inter- 
nationally acceptable  set  of 
rational  rules  to  govern  the 
allocation  of  international 
income  arising  through 
these  transactions.' 


Tax  Policy,  StaiJey  Surrey,  during 
whose  tenure  and  under  whose 
direction  the  existing  regulations 
were  issued.  He  recognized  that  "a 
unilateral  approach  by  the  United 
States,  or  any  covmtry,  is  not  suffi- 
cient. For  if  our  unilateral  rules  do 
not  mesh  with  those  of  other 
countries  the  result  will  be  double 
taxation,  the  tax  burden  of  which 
will  be  borne  either  by  one  govern- 
ment through  the  foreign  tax  credit 
or  by  the  taxpayer,  with  the  other 
government  obtaining  an  unwar- 


ranted benefit.  (Far  less  likely, 
though  possible,  is  imdertaxation.) 
Each  country,  of  course,  must  see 
both  sides  of  the  allocation  coin. 
The  rules  which  the  United  States 
regards  as  proper  to  allocate  in- 
come to  U.S.  domiciliary  com- 
panies from  transactions  with  their 
foreign  subsidiaries  are  the  rules 
we  must  be  willing  to  accept  when 
the  subsidiary  is  here  and  its  parent 
is  a  foreign  corporatioa  This  factor 
should  have  an  effect  in  tempering 
the  international  assertion  of  rigid 
positions,  and  thus  make  it  easier  to 
achieve  international  accommoda- 
tion. It  is  clear  that  this  must  be  the 
ultimate  goal:  an  internationally  ac- 
ceptable set  of  rational  rules  to 
govern  the  allocation  of  internation- 
al income  arising  through  these 
transactions."" 

In  August  1990,  the  United 
Kingdom,  through  its  then  Chancel- 
lor of  the  Exchequer  and  now 
Prime  Miiuster  John  Major,  invited 
the  United  States  to  join  in  seeking 
multilateral  rather  than  unilateral 
solutions  to  problems  of  possible 
tax  avoidance  by  multinational  cor- 
porations; and  not  long  afterward 
U.S.  Treasury  Secretary  Brady  an- 


Section  3  of  the  "Convention  on  the 
Elimination  of  Double  Taxation  in  Con- 
nection with  the  Adjustment  of  Profits  of 
Associated  Enterprises."  33  Official  joumal 
of  the  European  Communities  l4,  L225/10 
(90/463  OAK)  (August  20, 1990).  S«  in 
particular  Articles  7  and  12  of  section  3. 
All  12  member  states  of  the  EC  signed  it. 
Each  must  ratify  it  under  its  respechve 
ratification  procedures.  Under  Arhcle  18. 
the  convention  will  enter  into  force  on  the 
first  day  of  the  third  month  following  that 
in  which  the  instrument  of  ratification  is 
deposited  by  the  last  signatory  to  ratify  it. 
See  John  Turro,  "EC  Arbitration  Treaty  to 
Provide  Solution  to  Transfer  Pricing  Ois- 
putes,"  3  Tax  Notes  International  479  (May 
1991). 

"Sef  Article  25(5)  of  that  treaty.  Con- 
vention for  the  Avoidance  of  Double  Taxa- 
tion. Aug.  29, 1 989,  Germanv  U3.,  Art. 
25(5),  T.rA.A.,S.  Treaty  Doc.  No.  101-10, 
101st  Cong.,  2d  Sess.  (Feb.  5, 1990). 

"Sef  remarks  of  Stanley  Surrey  made 
in  December  1965,  quote<f  in  Langbein, 
"Mvth  of  Arm's  Length,"  supra  note  24,  at 
644' 
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nounced  U.S.  acceptance  of  that  in- 
vitation from  the  United  Kingdom 
as  well  as  a  similar  invitation  from 
representatives  of  West  Germany. 

We  believe  that  the  enormous 
cimount  of  time  and  effort  now 
devoted  to  implementing  the  APA 
and  that  will  be  necessar,'  to  at- 
tempt to  collect  the  third  party  in- 
formation necessary  under  the 
proposed  regulations  or  on  audit,  in 
a  continuation  of  a  case-by-case  ap- 
proach would  be  better  spent  in 


reaching  agreement  with  the  tax 
authorities  of  other  countries  in  a 
multilateral  treaty  on  the 
geographic  source  of  income,  to 
thereby  pro\'ide  greater  certamty,  in 
advance,  to  all  taxpayers  and 
governments.  The  time  and  effort 
now  devoted  by  the  Service  or 
Treasury  personnel  to  persuading  a 
given  foreign  tax  authority  to  agree 
on  a  single  AFA  applicable  to  a 
single  taxpayer  and  members  of  its 
control  group  for  a  limited  period 


of  years  could  and  should  be 
directed  instead  to  reaching  agree- 
ment on  source  rules  applicable  to 
all  taxpayers  and  to  all  govern- 
ments involved. 

The  U.S.  Treasury  Department 
has  the  opportunity  to  take  the  in- 
itiative, to  seek  a  multinational 
agreement  on  the  geographic 
source  of  income.  It  should  seize 
that  opportunity.  A  unilateral  ap- 
proach will  not  suffice. 
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This  issue  ot  The  Inlcnnuiona!  Tax  juumal.  like  international  tax  prac- 
tice in  general,  is  dominated  by  transfer  pricinj;.  In  the  Hrst  article,  Dale 
Wickham  analyzes  the  newly  enacted  penalty  tor  transfer  pricing  valuation 
errors  He  approaches  the  penalty  from  several  directions,  and  concludes 
that  It  IS  inappropriate.  He  argues  that  the  penalty  is  unnecessary  in  the 
few  areas  where  the  transfer  pricing  rules  are  clear,  and  that  it  penalizes 
conduct  that  lacks  standards  where  the  transfer  pricing  rules  are  unclear. 
Examining  the  transfer  pricing  penalty  in  light  of  the  reasons  tor  the  recent 
reform  in  penalties  generally,  he  argues  that  the  tr.inster  pricing  penalty 
does  not  conform  to  the  reasons  for  having  penalties  He  concludes  th>u 
most  of  the  problems  of  compliance  in  the  area  icsuh  tioin  mdcHnite 
rules,  rather  than  from  lack  of  penalties,  and  suggesl^  changes  that  can  be 
implemented  both  administratively  and  legislatively. 
f  The  sdimd  transfer  pricing  article  examines  the  maior  new  development 
in  that  field:  the  ability  of  a  taxpayer  to  seek  a  binding  ruling  on  its  transfer 
pricing  methods.  Karl  Viehe,  perennial  chairperson  of  the  IRS-George  \^ash- 
ington  University  itrConfercnce,  analyzes  the  revenue  procedure  setting 
up  the  Advance  Pricing  Agreement  (APAt.  He  argues  that  the  critical  deci- 
sion made  by  the  IRS  was  to  permit  the  taxpayer  at  tht  uuts.t  to  have  a 
conference  with  the  IRS  to  discuss  what  will  be  necessary  to  .secure  a  ruling 
This  permits  the  taxpayer  to  evaluate  the  costs  and  benefits  ot  the  ruling 
before  deciding  whether  to  proceed. 

Robert  Feinschreiber,  our  founding  editor,  rounds  out  this  issue  by  calling 
our  attention  to  a  recent  private  letter  ruling  on  foreign  sales  corporations 
(FSCs).  While  couched  in  innocuous  tcrm.s,  this  ruling  reminds  us  ot  Rutus 
Rhoades'  dictum  that  FSCs  are  matters  ot  accounting  only,  not  creatures 
of  substance.  The  letter  ruling  permits  a  taxpayer  to  change  all  manner  of 
determinations  after  the  close  of  the  taxable  year  and  after  the  initial  return 
has  been  filed.  This  permits  the  taxpayer  to  adiust  the  balance  between 
claiming  FSC  benefits  and  increasing  the  limitation  on  the  foreign  tax 
credit.  The  letter  ruling  also  makes  it  much  easier  to  satisfy  the  toreign 
economic  activities  requirements  of  having  foreign  trading  gioss  receipts 
by  liberalizing  the  transportation  test  and  the  credit  risk  test 

This  IS  my  last  issue  as  cditor-in-chief.  Serving  in  that  capacity  has  been 
a  marvelous  education,  a  great  opportunity,  and  more  work  than  1  had 
ever  imagined.  It  could  not  have  been  done  without  the  editors  at  Panel 
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The  New  U.S.  Transfer 

Pricing  Tax  Penalty: 

A  Solution,  or  a  Symptom 

of  the  Cause,  of  the 

International  Transfer 

Pricing  Puzzle? 


Dale  W.  Wickham 


Introduction  and  Perspective 

An  onerous  new  transfer  pricing  penalty  was  enacted  by  Congress  as  part 
of  tfie  Omnibus  Budget  Reconciliation  Act  ot  1990  (the  Actl.  This  new 
penalty  may  be  imposed  at  a  rate  as  high  as  40  percent  of  any  understate- 
ment of  U.S.  income  tax  that  is  treated  as  being  due  to  a  "substantial 
valuation  misstatement"  of  prices  for  transfers  of  property  or  services 
between  members  of  a  group  controlled  by  the  same  interests. '  The  penalty 
is  just  one  of  at  least  seven  new  compliance  measures  in  the  Act  relating 
to  international  transfer  pricing.^  Those  were  only  the  latest  in  a  crescendo 
of  policy-level  actions  over  the  last  decade  by  the  U.S.  Congress,  Treasury 
Department,  and  Internal  Revenue  Service  (the  Service!  to  deal  with  mount- 
ing problems  in  the  area.' 

This  penalty  is  consistent  with  views  expressed  by  certain  Members 
of  Congress  during  widely  publicized  hearings  held  in  July  1990  by  the 
Oversight  Subcommittee  of  the  U.S.  House  Committee  on  Ways  and 
Means.  Those  hearings,  which  were  on  the  general  subiect  of  possible 
underpayment  of  U.S.  income  taxes  by  U.S.  subsidiaries  of  foreign  compa- 
nies,'  focused  largely  on  intercompany  transfer  pricing  of  "inbound"  trans- 
actions; that  IS,  the  pricing  of  goods  or  services  transk-rrcd  to  a  U.S.  subsid- 
iary by  a  controlling  or  commonly  controlled  foreign  corporation.  There 
was  testimony  that  in  recent  years  these  U.S.  operations  had  underpaid 
their  "proper"  share  of  U.S.  income  taxes  by  as  much  as  $50  billion  by 


1 


188 

The  Intcrnotinncil  Tax  lournal 


reason  ot  "improper"  intercompany  pricmg.  The  general  tenor  of  subcom- 
mittee views  was  expressed  in  one  tax  periodical's  headline:  "Ways  and 
Means  Panel  Blasts  Foreign  Firms  for  Tax  Dodging  "''  Even  the  Commis- 
sioner expressed  his  belief  "that  the  U.S.  government  is  being  short-changed 
billions  ot  dollars  annually."'' 

Others  coniciuicd,  however,  that  it  is  impossible  to  find  "abuse"  oi  to 
estimate  such  U  S  revenue  losses  m  this  situation  because  there  is  such 
a  wide  range  or  defensible  intercompany  prices  under  the  arm's-length 
standard.'  Significantly,  the  Treasury  spokesman,  Assistant  Secretary  for 
Tax  Policy  Gideon,  avoided  characterizing  the  low  income  reported  for 
U.S.  tax  purposes  by  foreign  controlled  U.S.  subsidiaries  as  being  due  to 
"abusive"  transfer  pricing  practices.  He  saul  he  could  not  estimate  tiie 
amount  of  anv  U.S.  tax  underpayments  due  to  these  companies  iianslei 
pricing  practices  but  he  nevertheless  concluded  that  reported  data  warrant 
careful  scrutiny  ot  the  transfer  pricing  practices  of  foreign-controlled  US 
firms. ^ 

These  developments  reveal  the  political  genesis  of  the  new  transfer  pric- 
ing penalty;  tliev  also  reflect  the  growing  problem  of  applying  eurrent 
regulations  to  international  intercompany  transactions.  The  current  regula- 
tor>'  approach  is  not  working.'' 

Tangible  nianiicst.itions  ot  the  problem  are  elsewhere  as  well.  There  is 
the  enormous  dollar  amount  of  tax,  reportedly  upwards  of  S2.S  billion, 
associated  with  international  transfer  pricing  disputes  pending  before  the 
U.S.  Tax  Court  "  There  also  are  greatly  increased  expenditures  of  money 
and  manpower  (including,  now,  those  for  "sole-source  procurements"  of 
eeonomists  and  other  expert  consultants  retained  by  the  IRS)  for  stepped- 
up  IRS  entorcement  activities  in  the  area." 

The  deadline  oi  .M.ireh  I,  1992  set  for  the  Congressionallv  mandated 
stiid\  and  lepoii  on  this  neu  penalty  and  other  possible  measures  in  the 
mtern.itional  transfer  pricing  area' '  indicates  appropriate  urgency.  Accord- 
ingly, the  question  ot  what  if  anv  role  the  new  transfer  pricing  penalty  can 
pLiv  m  the  ^solution  ot  these  problems  should  be  disposed  of  promptly. 
This  warrantseonsiderationof  whether  spending  some  of  our  limited  public 
and  private  resources  for  enforcement  of  and  compliance  with  such  a  pin 
altv  IS  likely  to  Ix'  uistificd  hv  bringing  us  nearer  to  a  si)lution 

This  .utieli  tiist  examines  the  substantive  terms  and  the  origins  ot  the 
new  penalty.  It  then  appraises  the  new  pc-nalt\'  in  terms  ot  whether  it  is 
likely  to  contribute  materially  to  solution  of  the  mounting  volume  of  high- 
stakes  issues  in  multinational  taxation  of  international  business  transac 
tions,  whether  it  is  m  keeping  with  principles  that  guided  reform  in  1989 
of  the  US.  civil  tax  penalty  system,  whether  it  was  demonstrated  to  be  a 
necessary  addition  to  the  penalties  already  available,  and  whether  it  was 
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an  appropriate  exercise  of  governmental  authority.  The  article  closes  with 
a  number  of  recommendations  for  actions  by  responsible  >;overnmental 
officials  and  representatives  of  international  businesses. 

The  New  Penalty  and  Its  Orijjins 

The  new  transfer  pricing;  penalty  is  imposed  "  at  .1  r.ite  ot  20  percent  on 
that  portion  oi  an  underpayment  ot  tax"  that  is  attributable  to"  any 
"substantial  valuation  misstatement,'""  and  the  rate  is  doubled  to  40  per- 
cent where  there  is  a  "gross"  valuation  misstatement  "  Subiect  to  a  dc 
niiniiDis  limitation  and  an  exception  for  reasonable  cause  and  good  faith, 
there  is  a  "substantial  valuation  misstatement"'"  iJ  cither  one  of  the  fol  low- 
ing two  very  different  comlitions  is  present 

I.  The  price  for  any  property  or  services  lor  hu  the  use  ot  property) 
claimed  on  any  income  tax  return  in  connection  with  any  transaction 
between  members  of  a  Section  482  control  group  is  200  percent  or 
more,  or  .SO  percent  or  less,  of  the  amount  ultimately  determined 
under  Section  482  to  be  the  correct  price,'"  or 

2  The  net  effect  for  an  entire  taxable  vear  of  all  adjustments  under 
Section  482  in  prices  tor  propertv  .uid  service^  ithe  so-called  "net 
Section  482  transfer  price  adjusinKiu  '  is  .m  increase  in  taxable 
income  lor  the  year  of  more  than  SIO  millon." 

Such  a  "substantial  valuation  misstatement"  becomes  a  "gross  valuation 
misstatement"  to  which  the  40  percent  penalty  rate  applies  if  there  is  a 
doubling  of  the  thresholds  stated  above.  Thus,  the  rate  in  the  hrst  case 
ab»)ve  IS  doubled  to  40  percent  if  the  transter  price  claimed  by  the  taxpayer 
on  lis  tax  return  is  400  percent  or  more.  01  2^  peiceiit  or  less,  ot  the  price 
ultimately  determined  to  be  correct,  or  il,  in  the  si.cond  case  above,  the  net 
Seciion  4S2  adiusiment  for  the  year  is  more  than  S2n  million  'The  penalty 
has  the  efleci  ot  increasing  the  current  U  percent  rate  ot  legulai  U.S. 
corporate  tax  on  income  subject  to  the  penalty  to  nearly  4S  percent  where 
the  40  percent  penalty  applies  and  to  nearK  4 1  percent  where  the  20  percent 
penalty  applies. 

The  "substantial  deviation"  basis  lor  the  penaltv  comp.ires  the  tax  return 
price  and  a  price  later  ruled  to  be  correct  lor  a  part  icul.u  property  |or  service) 
m  a  paiticular  transaction  Notwithstanding  the  statutory  tucus  on  one 
particular  transaction,  some  netting  ot  oftsetting  iransactmnal  adjustments 
within  a  taxable  year  may  be  allowable    ' 

The  "net  annual  effect"  basis  tor  the  penalty  cumulates  all  transfer 
pricing  adjustments  tor  a  taxable  year.  It  the  net  amount  of  all  pricing 
adjustments  meets  the  SIO  million  thieshold,  liability  tor  the  penalty 
attaches  without  regard  to  how  small  the  percenia,ge  of  the  price  deviation 
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IS  for  particular  transactions;  and  the  rate  of  the  penalty  for  all  transactions 
doubles  if  the  pricing  adiustments  for  a  year  rise  to  S20  million.  Thus,  ii 
very  low  percentage  change  in  unit  price  for  a  high-volume  product  or 
service  may  give  rise  to  the  penalty.  Moreover,  a  penalty  imposed  on  this 
net  annual  effect  b;isis  will  loom  larger  in  later  years  since  the  threshold 
amounts  .ire  not  indexed  for  inflation. 

Only  transactions  that  are  between  persons  covered  by  Section  482  are 
subiect  to  the  new  penalty.--  Thus,  a  transfer  is  not  subiect  to  the  new 
penalty  unless  it  is  between  persons  "owned  or  controlled  directly  or  indi- 
rectly by  the  same  interests."-'  For  this  purpose,  control  is  broadly  defined 
as  "any  kind  of  control,  direct  or  indirect,  whether  legally  enforceable,  and 
however  exercisable  or  exercised."  Control  is  not  confined  to  cases  ot 
control  through  ownership  of  a  certain  prescribed  percentage  of  the  vote  or 
value  of  outstanding  securities.-'' 

The  new  penalty  applies  only  to  adiustments  made  under  Section  482 
that  are  to  the  "price  for  any  property  or  .services  (or  for  the  use  of  prop- 
erty)."-' The  conference  report  states  that  "the  conferees  intend  that  the 
term  'price  for  any  property  or  service  |or  for  the  use  of  property)'  be  broadly 
interpreted  to  encompiiss  consideration  of  all  kinds  that  may  be  adjusted 
by  the  IR.S  under  Section  482,  including  but  not  limited  to  purchase  prices, 
fees  for  services,  royalties,  interest,  and  rents. "^"  M 

Can  there  be  any  adjustments  under  Section  482  that  will  not  be  treated 
as  adjustments  in  the  "price"  of  property  or  services?  Can  there  be  tax 
adiustments  under  Section  482  that  are  not  "attributable  to"  a  valuation 
misstatement?  It  seems  clear  that  the  answer  to  both  these  questions 
should  he  in  the  .ilfirmative.  Both  the  statute  and  the  accompanying  Con- 
gressional committee  reports  make  it  clear  that  the  new  penalty  is  intended 
to  be  restricted  or  "targeted"  in  its  application  so  that  it  will  apply  the  pre- 
existing valuation  misstatement  penalty  more  effectively  to  situations 
involving  valuation  questions  under  Section  482.-'  Thus,  where  there  is  no 
dispute  about  the  price  or  value  of  an  item  of  property  or  service  but  there 
IS  about  whether  it  generated,  or  was  exchanged  as  consideration  "for," 
an  Item  ot  uieoine.  deduction,  or  credit,  the  adjustment  should  not  be 
considered  tor  purposes  of  this  penalty  to  be  "attributable  to"  a  valuation 
misstatement  of  transfer  "price. "-^  The  proper  allocation  among  members 
of  a  controlled  group  is  determined  by  resolution  of  the  dispute. 

The  new  penalty  has  been  imposed  and  justified  as  an  element  of  the 
substantial  valuation  overstatement  component  of  the  integrated  accuracy- 
related  penalty  instituted  in  the  1989  reform  of  the  civil  tax  penalty  sys- 
tem.-' As  .1  result,  the  new  penalty  on  transfer  pricing  misstatements  is 
subieet  to  si.uul.irdized  rules  and  limitations  that  applv  to  all  the  accuracy- 
rel.ued  penalties.  Thus,  it  is  not  "stacked"  on  top  of  (II  the  penalty  for 
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nc>;ligcncc  or  disrc^-ard  of  rules  or  regulntions,*"  i2l  the  ptiiiihy  tor  substan- 
tial understatement  of  income  tax,"  or  (3)  the  penalty  tor  civil  fraud. '- 
Similarly,  the  basic  20  percent  rate  for  the  new  transfer  pricing;  penalty  is  the 
same  as  that  for  the  negli);ence  and  substantial  understatement  penalties. 
Further,  the  penalty  is  subject  to  a  de  nnninns  limitation,  which  prevents 
its  imposition  unless  the  portion  of  an  underpayment  for  a  taxable  year 
attributable  to  Section  482  transfer  pricing  and  other  substantial  valuation 
misstatements  exceeds  $10,000  for  a  corporation  (other  than  an  S  corpora- 
tion or  a  personal  holding  company)  or  SS,()00  for  other  taxpayers."  Like 
the  other  accuracy-related  penalties,  the  transfer  pricing  penalty  does  not 
apply  if  It  IS  shown  that  there  was  reasonable  cause  for  the  taxpayer's  price 
determination  and  that  the  taxpayer  acted  in  good  faith  with  respect  to  the 
price. *^  The  penalty  (11  is  treated  as  an  addition  to  the  tax,'"  (2!  bears 
deficiency  interest,"'  and  (3)  is  not  deductible  for  income  tax  purposes.'" 

Significantly,  however,  relief  from  the  new  iianstci  pricing  penalty  is 
not  automatic,  as  it  is  for  substantial  underst.itement  of  income  tax  not 
attributable  to  'tax  shelter"  items,  to  the  extent  that  the  understatement 
is  attributable  to  the  taxpayer's  treatment  of  an  item  for  which  there  is 
"substantial  authority"  or  for  which  there  was  "adecjuate  disclosure"  of 
facts  relevant  to  the  item's  treatment  in  the  tax  return  or  an  attached 
statement.'"  Instead,  the  drattsmen  partially  analogized  the  treatment  of 
the  transfer  pricing  penalty  to  the  less  tavorabk  treatment  accorded  to  "tax 
shelter"  items. '"  Moreover,  relief  is  not  even  automaticallv  granted  by  the 
statute,  as  it  would  be  for  a  tax  shelter,  when  the  ta.xpayer  reasonably 
believed  that  treatment  of  the  item  "was  more  likely  than  not  proper." 

Questions  of  whether  the  "reasonable  cause/good  faith"  exception  will 
be  interpreted  broadly  enough  to  provide  any  part  of  the  relief  accorded 
under  the  "substantial  authority,"  the  "more  likely  th.in  not  proper,"  and 
the  "adequate  disclosure"  exceptions  remain  lo  he  answered.  A  proposed 
regulation  released  in  March  1991  contains  general  statements  that  "|r|ea- 
sonahle  cause  and  good  faith  is  a  facts  and  circumstances  determination  to 
be  made  on  a  case  by  case  basis"  and  that  in  making  that  determination 
"the  most  important  factor  is  the  extent  of  the  taxpayer's  effort  to  assess 
the  taxpayer's  proper  tax  liability  under  the  law."^"  However,  the  Service 
has  stated  that  the  proposed  regulations  are  not  applicable  "in  the  context 
of  transactions  between  persons  described  in  Section  4S2  or  net  Section  482 
transfer  price  adiustments,"  that  they  "do  not  consider  how  the  reasonable 
cause  exception  should  be  applied"  in  such  cases,  and  that  it  intends  to 
begin  asserting  the  new  penalty  without  waiting  for  development  of  the 
further  regulations  it  plans  to  publish  regarding  the  new  penalty.^'  More- 
over, a  Treasury  Department  official  has  stated  that  leaving  to  the  courts 
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the  lob  o\  developing  the  meaning  of  the  reasonable  cause/good  tnith  excep- 
tion mav  h.ive  "a  useful  m  terrorem  \\  effect. ""*' 

The  implications  of  these  IRS  and  Treasury  statements  that  the  reason- 
able cause/good  faith  exception  as  applied  to  the  transfer  pricing  valuation 
penalty  may  be  given  a  different  meaning  and  may  require  a  different 
standard  ot  taxpayer  care  than  that  for  other  components  of  the  accuracy 
related  penalty  find  no  support  in  the  statute  or  the  legislative  history  ol 
the  exception.  Both  the  statute  and  the  committee  reports  accompanying 
the  legislation  that  reformed  the  tax  penalty  system  in  1989  make  it  clear 
that  the  reasonable  cause/good  faith  provision  is  intended  to  be  a  standard- 
ized exception  applying  uniformly  to  all  components  of  the  accuracy- 
related  penalty  for  the  sake  of  making  taxpayer  compliance  and  IRS  adminis- 
tration of  the  consolidated  accuracy  penalties  simpler  and  fairer.  Thus: 

Thi.  hill  provides  special  rules  that  apply  to  each  ot  thr  iaccuracy- 
rclatcdj  penalties  imposed  under  the  new  .structure.  First,  the  bill  pro- 
vides standardized  exception  criteria  for  all  of  these  accuracy-rcl.iteJ 
penalties  The  hill  provides  that  no  penalty  is  to  be  imposed  it  it  is 
shown  that  there  was  reasonable  cause  for  an  underpayment  and  the 
ta.vpavers  acted  in  good  faith.  The  enactment  of  this  standardized  excep- 
tion criterion  is  designed  to  permit  the  courts  to  review  the  assertion 
of  penalties  under  the  same  standards  that  apply  in  reviewing  additional 
tax  that  the  Internal  Revenue  Service  asserts  is  due.  By  applying  this 
uniHed  exception  criterion  to  all  the  accuracy-related  penalties,  the 
ct)mmittee  believes  that  taxpayers  will  mt^re  easily  understand  the 
standard  of  behav  lor  that  is  required.  The  committee  also  believes  that 
thl^  unified  exception  criterion  will  simplity  the  administration  ot 
these  penalties  by  the  IRS. 

The  committee  is  concerned  that  the  present-law  accuracy-related 
penalties  iparticularlv  the  penalty  for  substantial  understatements  of 
ta.\  liabilityl  have  been  determined  too  routinely  and  automatically 
by  the  IRS.  The  committee  expects  that  enactment  of  standardized 
exception  criterion  will  lead  the  IRS  to  consider  tully  whether  imposi- 
tion ot  these  penalties  is  appropriate  betore  determining  these  penalties. 
I  he  eiiininittee  believes  that  providing  greater  scope  tor  iiulieial 
review  nt  IK.S  ik  terminations  of  these  penalties  will  leail  to  Kreater 
tairness  ot  the  penalty  structure  and  minimize  inappropriate  determina- 
tions ot  these  penalties 

The  committee  intends  that  the  terms  "reasonable  cause"  and 
"good  taith"  be  interpreted  under  the  bill  as  those  terms  are  interpreted 
under  present  law." 

The  expressed  intent  of  Congress  was  to  consolidate,  coordinate,  and  sim- 
plify penalty  standards  of  taxpayer  care  and  to  improve  compliance  by 
providing  a  unified  exception  enabling  taxpayers  more  easily  to  understand 
the  standard  of  behavior  required.  The  intent  clearly  v^as  not  to  multiply 
standards  or  to  leave  the  standard  of  care  deliberately  vague  as  under  in 
icrrorcm  approaches  to  tax  compliance. 
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Clearly,  the  courts  rather  than  the  Service  or  the  Treasury  are  expected 
to  be  the  Hnal  arbiters  on  questions  concerning  the  meaning  to  be  given  to 
the  reasonable  cause/good  faith  exception.  They  arc  expected  to  exercise 
their  authority  by  building  on  the  precedents  ot  existing  l.iw  h  is  likely 
that  the  meaning  given  to  the  reasonable  cause/good  laiih  standard  will  be 
quite  similar  to  the  standard  ot  compliance  required  tor  not  being  subiect 
to  the  negligence  penalty.  Such  an  outcome  would  be  entirely  reasonable 
and  arguably  the  best  possible  result  from  the  standpoint  ot  both  the  tax 
collector  and  taxpayers z^' 

The  new  penaltv  is  effective  tor  taxable  years  ending  after  the  date  ot 
enactment  of  the  Act,''  which  was  November  7^  1^90  H\  virtue  of  the 
draftsmen's  deliberate  choice  of  a  taxable  year  ending,  instead  ol  beginning, 
after  the  date  ot  enactment,  the  penalty  is  retroactively  applicable  to  trans- 
fers made  betore  enactment  during  a  period  which  will  be  o\er  1 1  months 
long  in  the  ease  ot  a  fiscal  taxable  year  ending  November  30  and  over  ten 
months  long  for  a  calendar  year. "" 


On}iins  of  the  New  Penally 

The  first  public  notice  th.it  the  new  penalty  was  being  considered  tor 
enactment  as  part  of  the  Budget  Reconciliation  Act  ot  1990  appeared  on 
September  30,  1990,  in  a  release  by  the  Office  ot  Management  and  Budget 
announcing  the  terms  of  the  Bud^iei  Summit  Aj^reenieni  reached  by  Con- 
gressional and  Administration  negotiators  after  months  ot  secret  delibera- 
tions '  The  penalty  was  among  a  group  of  seven  toieign  compliance,  reve- 
nue-raising pr«)Visions  in  that  agreement.  Unlike  the  two  toreign-con- 
trolledcorporation  information  reporting  provisions  in  the  group,  which 
were  taken  from  a  bill  introduced  by  Chairman  Rostenkowski  and  others 
for  public  study  in  March  1990,  this  penalty  had  not  previouslv  been  made 
available  for  public  study  and  comment. 

The  possibility  of  imposing  penalties  to  ensure  compliance  in  the  transter 
pricing  area  was  raised  by  Chairman  |.  I.  Pickle  \D  Te.\.'  in  .i  question  to 
Assistant  Treasury  Secretary  Gideon  at  the  iuly  1990  hearings  held  by  the 
House  Oversight  Subcommittee.  Gideon  expressed  the  view  that  ailditional 
penalties  were  not  appropriate,  indicating  that  the  general  thrust  ot  the 
19K9  tax  penalty  reform  was  that  such  ad  hoc  addition  ot  penalties  does 
not  work  well.  He  noted  correctly  that  penalties  already  available  could 
be  applied  in  appropriate  factual  situations  "  Commissioner  Goldberg, 
however,  responded  more  positively  to  Congressmen's  questions  of 
whether  additional  sanctions  were  needed  m  the  transfer  pricing  area, 
describing  that  as  "a  question  worth  looking  at"  and  stating  that  "If  there 
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arc  other  ways  to  get  at  [the  Section  482  transfer  pricing  problem)  . . 
no-fault  penalties  are  a  way  to  get  at  it,  ...  I  think  we  have  to  pursue  ii 

Some  senior  tax  officials  in  the  Treasury  and  IRS  National  Office, 
one  senior  Congressional  staff  member  serving  at  the  time,  have  b 
careful  to  distance  themselves  from  authorship  of  the  new  penalty  an 
fix  responsibility  on  Members  of  Congress;  and  some  indicated  that  i 
were  able  to  salvage  the  "reasonable  cause/good  faith"  exception  only  a 
a  valiant  effort.''"  Nevertheless,  there  obviously  were  policy-level  offit 
who  acted  on  behalf  of  the  administration  to  include  the  penalty  in 
Budget  Summit  Agreement.  fCifS'-i 

The  new  transfer  pricing  penalty" miyVctuariy  to  have  had  its  gcnesi 
the  Service  or  Treasury.  Such  a  pcnalty'was  suggested  in  the  Treasury 
White  Paper  on  intercompany  pricing  released  in  October  1988.'^' 
White  Paper  stated,  in  particulars  strikingly  similar  to  those  of  the  pen 
enacted,  that; 

The  Service  and  Treasury  believe  that  taxpayer  compliance  in  the 
transfer  pricing  area  with  respect  both  to  disclosure  of  information  and 
to  conformity  with  the  arm's  length  standard  would  be  enhanced  by 
the  proper  assertion  of  appropriate  penalties  ,  .  Consideration  should 
be  given  to  when  the  section  6661  pcnuhy  |for  substantial  understate- 
ment of  income  tax)  should  be  raised  and  whether  it  is  adequate  to  deter 
instnnccs  where  taxpayers  do  not  make  intercompany  pricing  decisions 
upon  a  reasonable  basis,  or  whether  a  new  penalty  should  be  proposed. 

The  Service  and  Treasury  arc  interested  in  recommendations  in  this 
area,  including  such  specific  comments  as  to  the  type  and  amount  of 
penalties,  and  whether  there  should  be  certain  transaction  oncnted 
thresholds  that  ought  to  apply  before  any  penalty  could  be  asserted.  For 
example,  a  transaction  specific  penalty  (similar  to  the  overvaluation 
penalty  of  section  66.S91  may  be  an  appropriate  means  of  deterring 
substantial  deviations  from  the  commensurate  with  income  standard. 
Specific  consideration  should  be  given  to  whether  the  applicable  penalty 
provisions  should  be  amended  to  apply  if  there  is  a  substantial  deviation 
from  the  appropriate  commensurate  with  income  payment  regardless 
of  whether  there  is  disclosure  on  the  tax  return  of  the  manner  in  which 
taxpayers  computed  transfer  prices.  Disclosure  of  the  taxpayer's  method 
of  computing  a  transfer  price  can  not  adequately  inform  the  Service 
as  to  whether  such  a  transfer  price  substantially  deviates  from  the 
appntpnate  section  4K2  transfer  price  absent  a  thorough  audit.  Conse- 
t.|LRntiy,  such  disclosure  should  not  prevent  the  imposiiion  of  a  penalty 
for  substantial  deviation  from  the  correct  section  482  transfer  price 

The  assertion  of  appropriate  penalties  is  a  necessary  but  often  ignored 
element  of  transfer  pricing  compliance.  In  conjunction  with  the  Ser- 
vice's broad-based  review  of  penalties,  the  Government  should  deter- 
mine whether  existing  penalties  are  sufficient  to:  |a)  compel  taxpayers 
to  provide  thorough  and  accurate  intormation  as  set  forth  in  paragraphs 
2  and  ?,  supra  jrecommending  that  taxpayers  be  required  to  furnish  on 
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auilit  (.locunicntiitioii  of  triinsfcrpricinjimcthodolo)')'  used  prior  to  Hlinj; 
tax  returns!;  ^I'l^  l'^)  <Jctcr  taxpayers  from  setting  overly  aggressive  and 
uniustified  transfer  prices  that  are  inconsistent  with  the  commensurate 
with  income  standard  If  it  is  felt  that  existing  penalties  are  inadequate, 
legislative  solutions  should  be  pursued  The  Service  and  Treasury 
encourage  comments  in  this  area,  including  the  type  of  penalty,  such 
as  a  transaction  based  penalty,  that  might  be  proposed"' 

Such  suggestions  for  a  "transaction  specific  valuation  type  penalty"  as 
"an  appropriate  means  of  deterring  substantial  deviations  from  the  commen- 
surate with  income  standard"  or  from  "the  appropriate  section  482  transfer 
price"  are  difficult  to  reconcile  with  conflicting  conclusions  elsewhere  in 
the  White  Paper.  Those  include  ones  to  the  effect  that  in  the  case  of  high 
profit  "intangibles  it  is  difficult,  if  not  impossible,  to  find  comparablcs  from 
which  an  arm's  length  transfer  price  can  be  derived,"''-'  and  others  to  the 
more  general  effect  that  "the  regulations  leave  the  Service,  the  taxpayers, 
and  the  courts  with  little  guidance"  where  "no  comparables  can  be  found, 
or  where  similar  items  are  only  distantly  comparable '""  Remarkably,  the 
White  Paper  makes  no  efforr  to  reconcile  the  conflict  between  suggesting, 
on  the  one  hand,  a  penalty  for  deviation  from  a  standard  and  asserting,  on 
the  other  hand,  that  the  standard  does  not  exist. 

Appraisal  of  the  New  Penalty 

Is  the  new  penalty  likely  to  contribute  to  solving  the  growing  interna- 
tional transfer  pricing  puzzle-  Is  it  a  necessary  addition  to  those  already 
available?  Is  it  founded  on  reasonably  clear  principles,  fair  to  those  upon 
whom  It  is  levied,  and  likely  to  be  a  cost-effective  use  of  limited  public 
resources;  Is  it  an  appropriate  use  of  the  U.S.  tax  penalty  system  as  recently 
reformed?  Is  it  an  appropriate  exercise  of  governmental  authority? 

In  the  view  of  this  observer,  the  answer  to  each  ot  these  questions  must 
be  in  the  negative. 

Will  the  New  Penalty  Contribute  to  Solving  the  International  Transfer 
Pncin^i  Puzzled 

Cases  where  the  Section  482  regulations  do  not  furnish  sufficient  trans- 
fer pricing  guidance:  The  new  penalty  is  founded  on  a  number  of  premises 
about  the  nature  of  the  problem  that  are  mistaken  and  make  it  highly 
unlikely  that  it  will  contribute  to  solving  international  intercompany  trans- 
fer pricing  problems. 

Some  of  the  mistaken  maior  premises  include  the  following; 

•  There  is  a  price  that  is  "right"  under  the  law  for  any  transfer  or  other 
transaction  subject  to  Section  482 
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•  The  '  ri>;ht"  price  is  ascertainable  by  the  taxpayer  before  the  transac- 
tion must  be  consummated 

•  It  there  is  a  significant  deviation  between  the  price  used  on  the  tax 
return  and  the  price  ultimately  determined  by  the  Service  or  the  courts 
to  be  ri>;ht,  the  deviation  should  be  presumed  to  be  due  to  some  "abuse" 
or  huilt  on  the  part  of  the  taxpayer^'' 

•  The  precision  with  which  a  taxpayer  is  capable  of  determining  the 
right  transfer  price  (or  a  right  allocation  of  profit-related  items' 
increases  with  increases  in  the  dollar  volume  of  Section  482  transac- 
tions to  such  an  extent  that  large  volume  alone  should  cause  a  tax 
payer  to  he  held  presumptively  liable  for  penalty  on  deviations  that, 
no  matter  how  small  individually,  produce  a  net  Section  482  adjust- 
ment in  excess  of  $10  million  a  year. 

Actually,  the  problem  at  the  core  of  the  international  transfer  pricing 
puzzle  IS  a  lack  of  rules  of  law  for  determining  what  transfer  price  is  right, 
or  what  allocation  is  right  for  items  of  revenue,  expense,  profit,  or  loss  that 
are  involved.  At  present  there  is  not  even  agreement  about  what  methods 
should  be  permitted  for  these  purposes,  let  alone  agreement  on  the  kinds 
ot  rules  needed  to  determine  the  legally  correct  price  or  allocation  of  profit- 
related  items  in  a  specific  case.  That  is  the  government's  failure,  not  the 
taxpayers'.  No  amount  of  governmental  action  taken  in  anger  or  frustration 
to  penalize  business  taxpayers,  to  compel  reporting  of  more  information, 
or  to  step  up  tax  enforcement  efforts  can  be  a  substitute  for  governmental 
action  that  forthrightly  addresses  the  problem.^'  Only  by  promulgating 
rules  ot  law  will  clear  answers  be  given  to  the  questions:  What  price  is 
right'  What  allocation  is  right' 

Section  482  speaks  with  a  dramatic  sweep  of  the  legislative  pen  that  is 
more  remarkable  for  its  generality,  brevity,  and  breadth  of  delegation  of 
power  than  for  its  specificity  or  clarity.  Thus,  Section  482  now  provides  in 
its  first  sentence,  essentially  as  it  has  since  1928,  that: 

in  inv  CISC  ot  two  or  more  ornnnizations,  trades,  or  businesses 
|^^lutlK•r  (u  not  incorporated,  whether  or  not  organized  in  the  United 
St.ui>  and  wluthcr  or  not  affiliated)  owned  or  controlled  directly  or 
indirectly  by  the  same  interests,  the  Secretary  may  distribute,  appor- 
tion, or  allocate  gross  income,  deductions,  credits,  or  allowances 
between  or  among  such  organizations,  trades,  or  businesses,  if  he  deter- 
mines that  such  distribution,  apportionment,  or  allocation  is  necessary 
in  order  to  prevent  evasion  of  taxes  or  clearly  to  reflect  the  income  of 
anv  of  such  organizations,  trades,  or  businesses 

The  author  is  not  aware  of  any  commentator  having  seriously  contended 
that  the  quoted  statutory  language  determines  price  in  any  particular  case. 
Indeed,  the  wording  of  the  statutory  standard — whether  an  allocation  by 
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the  Service  is  necessary  (1)  "to  prevent  evasion  of  taxes"  or  |2)  "clearly  to 
reflect  nicome" — so  lacks  specificity  that  there  is  neither  reference  to  nor 
requirement  for  the  "arms-length"  standard  adopted  in  the  regulations."" 

Much  the  same  is  true  of  the  arm's-length  standard  of  the  regulations.'" 
Though  wordier,  the  regulations  are  viewed,  even  hy  the  authors  of  the 
Treasury/IRS  White  Paper,  as  depending  for  their  meaning  and  workability 
on  the  presence  of  comparables  that  in  practice  generally — but  not 
always — are  unavailable.  Similarly,  the  judicial  decisions  depend  heavily 
on  their  facts.  They  yield  few  generalizable  principles  of  law  that  can 
resolve  specific  cases,  even  cases  for  later  years  between  the  .same  parties. 

The  absence  of  rules  of  law  for  determining  what  transfer  price  is  correct 
was  accepted  as  fact  and  described  at  length  in  the  Treasury/IRS  White 
Paper  in  terms  that  are  highly  relevant  to  appraisal  of  the  new  penalty: 

in  general,  the  section  482  regulations  relating  to  services,  intangih>le 
property,  and  langibje  property  rely  heavily  on  findingcompar;iblc  trans- 
actions. The  regulations  provide  little  guidance  lordcterminiii);  transfer 
prices  in  the  absence  of  comparables/^' 

.  |T|he  section  482  regulations  rely  heavily  on  finding  comparable 
g«)ods,  services,  and  intangibles  to  determine  whether  an  arm's  length 
price  has  been  used.  Where  such  comparables  exist  — where  arm  s 
length  transactions  bearing  a  reasonable  economic  resemblance  to  those 
being  examined  have  occurred  in  the  free  market— application  of  the 
regulations  is  relatively  straightforward  Where  no  ctmiparablcs  can 
be  found,  or  where  similar  items  are  only  distantly  comparable,  the 
regulations  leave  the  Service,  the  taxpayers,  and  the  courts  with  little 
guidance. 

.  .  .These  |recent|  ca.ses  (regarding  use  ol  comparables  in  the  context 
of  sales  of  tangible  property,  the  provision  of  ser\ices.  or  translers  o» 
intangible  property)  show  that  comparables  are  often  difficult  to  locate, 
and  may  be  misused  or  misinterpreted  even  if  they  are  found  In  most 
of  the  cases  discussed  in  this  chapter,  no  comparables  were  available  "' 
.  |B|ccause  of  the  extraordinary  range  of  returns  earned  at  arm's 
length,  even  within  a  single  industry  or  company  no  principled  and 
equitable  basis  for  such  safe  harbors  could  be  devised  "' 

Because  .  .  jhigh  profit]  intangibles  are  so  often  unique  and  are  typi- 
cally not  licensed  to  unrelated  parties,  it  is  difficult,  if  not  impossible, 
to  find  comparables  from  which  an  arm's  length  transfer  price  can  be 
derived '"' 

One  of  the  most  consistent  criticisms  of  the  section  482  regulations 
IS  that  they  do  not  provide  taxpayers  with  enough  certainty  to  establish 
intercompany  prices  that  will  satisfy  the  Service  without  overpaying 
taxes.  Based  on  the  government's  experience  in  litij-ation,  the  current 
section  482  regulations  also  fail  to  provide  the  Service  and  the  courts 
with  sufficiently  preei.se  rules  to  make  appropriate  section  482  adiust- 
ments,  especially  when  third  party  comparables  are  not  available.  .  .  ."■' 

What  price  is  right  for  an  international  transfer  among  enterprises  under 
common  control?  The  difficulties  posed  by  this  question  are  essentially 
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like  those  posed  by  the  question,  "What  price  is  right  for  dealings  with 
one's  self"'  What  indeed  is  the  "right  price"  for  a  vendor's  transfer  of  apples 
from  one  bin  to  another  in  his  store?  From  one  to  another  of  several  stores 
he  owns'  From  the  grower's  orchard  to  his  trucks'  From  the  vendor's  trucks 
to  his  storage  facility?  From  his  storage  facility  to  his  market?  Is  the  answer 
the  same  if  one  of  the  stores  is  m  Canada  and  another  is  in  the  United 
Slates?  Is  the  answer  the  same  whether  the  tax  authority  setting  the  appro- 
priate transfer  price  is  Canadian  or  U.S.? 

Several  difficulties  are  posed  by  these  questions  if  they  are  put  for  pur- 
poses oi  exacting  an  income  tax  on  each  of  these  transfers  and  if  each 
transfer,  instead  of  being  between  unincorporated  branches  of  one  corporate 
enterprise,  is  between  separately  incorporated  but  wholly  owned  units  of 
the  same  corporate  enterprise,  all  of  the  stock  of  which  is  owned  by  the 
vendor.  First,  because  the  vendor  really  is  just  dealing  with  himself  and  has 
no  need  to  price  the  apples  on  the  occasion  of  any  of  these  transfers,  neither 
he  nor  the  tax  collector  has  any  real  price  set  by  external  market  forces  to 
use  in  trying  to  compute  an  income  tax  on  these  self-dealing  intercompany 
transfers.  Lacking  a  market  price,  efforts  can  be  made  to  "construct"  a 
hypothetical  or  "deemed"  transfer  price.  It  should  come  as  no  surprise, 
however,  that  the  price  thus  "constructed"  will  be  just  that — not  real.  That 
the  price  will  be  "constructed"  and  not  real  will  be  due  not  to  taxpayer 
"manipulation"  or  "abuse"  but  to  the  choice  of  policymakers  to  make 
liability  for  income  tax  turn  on  acts  of  self  dealing  for  which  there  are  no 
"real"  prices.  The  lengths  to  which  the  existing  regulatory  regime  carries 
the  insistence  on  establishing  a  hypothetical  price  is  shown  by  those  rules 
authorizing  allocations  and  prices  to  create  income  where  none  is  actually 
realized."'" 

To  construct  a  hypothetical  price  for  the  vendor's  transfer  of  his  apples, 
the  tax  collector  and  he  may  make  a  search  for  "comparable"  prices  for 
transactions  at  "comparable"  times  that  arise  in  "comparable  circum- 
stances" but  from  arm's-length  transactions,  either  between  the  taxpayer 
and  other  per.sons  not  under  common  control  or  between  other  persons 
who  are  unrelated  to  the  taxpayer  and  not  under  common  control.  Whether 
a  search  for  such  "comparable"  prices  is  even  conceptually  correct  is  a 
question  appropriately  raised  by  many.*^"''  Whether  it  is  or  not,  that  is  what 
the  existing  Treasury  regulations  compel. 

U  the  search  for  comparable  arm's-length  prices  is  often  fruitless,  how 
will  the  vendor  and  the  tax  collector  "construct"  hypothetical  prices  for 
the  apples?  That  is  the  dilemma  of  the  existing  Treasury  regulations.  Those 
regulations  give  no  answer  to  the  question  of  what  method  should  be  used 
to  determine  the  "right"  hypothetical  price  when  there  are  no  comparables 
available  for  the  methods  they  prescribe.  Neither  do  they  generally  answer 
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questions  about  what  methods  should  be  used  to  allocate  profit-related 
Items  amonj^  various  countries  and  various  entities  within  the  control 
group  to  construct  the  "right"  or  "true"  hypothetical  taxable  income. 
Whatever  the  tax  collector  and  the  vendor  do  to  resolve  this  dilemma  posed 
to  them  by  the  Treasury  regulation,  one  can  be  sure  that  the  transfer 
"prices"  they  come  up  with  will  be  "constructed,"  not  real  prices. 

In  most  international  transfer  pricing  cases,  the  task  clearly  entails  far 
more  than  searching  for  comparables.  It  requires  answering  a  multitude  of 
complex  questions  and  it  requires  deciding  how  to  allocate  the  worldwide 
revenues,  expenses  and  other  items  that  enter  into  calculation  ot  tax  profit 
or  loss  among  the  various  countries  and  entities  withm  a  control  group. 
For  example,  what  are  the  business  benefits  that  really  were  received  by 
business  Y  in  a  transfer  from  business  X?  Did  Y  receive  only  tangible 
property,  such  as  merchandise  inventory  manufactured  or  partially  pro- 
cessed by  X,  or  the  use  of  X's  productive  plant  or  equipment-  Did  Y  receive 
both  tangible  property  and  the  benefits  of  use  ot  intangible  properties,  such 
as  X's  good  trade  name,  X's  patents  or  trademarks  or  secret  processes'  Did 
Y  receive  services  provided  by  X,  such  as  technical  services  for  product 
manufacturing,  marketing  or  servicing,  for  product  development  or 
improvement,  or  tor  general  administrative  support?  Did  Y  receive  cash 
capital,  and  it  so,  was  it  borrowed  or  equity  capital-  Did  Y  receive  a  package 
including  a  combination  of  property,  services,  and  capital?  Were  there  cross 
transfers  to  X  by  Y  of  offsetting  business  benefits,  and  what  exactly  were 
those?  Then,  having  answered  such  questions  about  what  was  transferred 
by  each  business  to  the  other,  what  is  the  "right"  price  for  each  item 
transferred,  at  the  times  and  under  the  circumstances  actually  involved? 
What  other  prices  tor  what  other  transactions,  if  any,  are  "really"  compara- 
ble, and  are  they  "exactly"  comparable  or  only  partially  comparable,  requir- 
ing "adiustments"  of  uncertain  scope  to  bridge  the  gap?  If  there  are  no 
comparables,  what  should  be  done  then?  What  portion  of  the  revenue 
items  ot  the  combined  enterprises  should  be  allocated  to  which  individual 
members  of  the  controlled  group?  What  portion  ot  the  expenditure  items 
should  be  allocated  to  what  categories  of  income  and  to  which  individual 
members  of  the  group?  What  portion  of  each  item  of  income  and  expense 
should  be  allocated  geographically  to  .sources  within  the  United  States 
and  to  sources  within  each  foreign  country  or  countries  involved?  Such 
allocation  questions  frequently  are  complex,  lack  clear  cut  answers  under 
the  law,  and  are  commonly  answered  very  ditlerently  by  tax  authorities 
of  the  different  countries  involved.  Furthermore,  to  the  extent  that  the 
countries  seeking  to  tax  the  enterprise's  income  from  international  transac- 
tions do  not  resolve  differences  on  how  to  harmonize  their  taxes,  members 
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of  the  cnicrprisc  may  be  exposed  to  double  or  multiple  international  taxa- 
tion of  their  income 

It  should  be  evident  that  it  was  specious  for  proponents  of  the  new 
penalty  to  have  analogized  complex  international,  intercompany  transfer 
pricing  cases  to  cases  involving  fungible,  "off-the-shelf"  commodities  for 
which  there  are  well  established  markets.  Insisting  that  there  generally  is 
a  "right"  arm's-length  price  to  be  found  for  intercompany  transfers  is 
insisting  on  an  illusion.  No  such  insistence  and  no  amount  of  penalizing 
or  interrogation  of  a  taxpayer  can  produce  that  which  does  not  exist:  clear 
rules. 

In  essence,  the  current  Treasury  regulation  under  Section  482  is  often 
compelling  the  taxpayer,  the  tax  collector,  and  the  courts  to  search  for 
something  that  does  not  exist.  That  is  one  of  the  main  reasons  why  the 
courts,  the  tax  collectors,  and  the  taxpayers  are  having  so  much  difficulty 
resolving  differences  about  how  to  bring  Section  482  cases  to  a  conclusion 
IS  that:  they  are  given  rules  to  follow  that  do  not  work,  which  lead  them 
down  dead-end  streets,  which  require  hypothetical  questions  for  which 
there  are  either  no  definitive  answers  or  many  possible  answers  but  no 
obvious  criteria  for  selecting  one  over  another,  and  which  leave  them 
without  principled  rules  of  law  to  follow  to  resolve  their  differences.  The 
only  wonder  is  that  afflicted  taxpayers  and  tax  collectors  alike  have  not 
arisen  to  change  the  law. 

Ahernalive  approaches:  Although  their  description  and  evaluation  is 
beyond  the  scope  of  this  article,  there  are  a  number  of  promising  alterna- 
tives to  the  current  regulations  which  merit  serious  consideration.''^  The 
real  issue  is  which  ones  arc  likeliest  to  reduce  the  enormous  problems 
being  generated  by  the  current  regulatory  regime  m  a  fashion  that  will 
satisfy  the  maior  requirements  for  a  workable  system  of  law  in  this  area. 
The  task  ot  identifying,  developing,  evaluating,  testing,  and  securing  the 
governmental  and  public  consensus  required  to  implement  an  improved 
system  is  a  large  and  difficult  one  that  cannot,  and  ought  not.  be  acconv 

jitvmatr>e>  lor  aoing  me  lob  mucn  ncitcr,  «:on".nmcd  \\\\ri  octerminca 
leadership  on  the  part  of  the  Treasury  Department  and  cooperation  and 
support  from  the  governments  of  our  major  trading  partners  and  responsible 
leaders  ot  international  business,  could  produce  ma)or,  international 
achievements. 

Cases  where  the  Section  482  regulations  furnish  some  transfer  pricing 
guidance:  Significantly,  those  cases  for  which  the  standards  prescribed 
under  the  existing  Section  4H2  regulations  furnish  all  the  guidance  needed 
are  not  the  ones  preseniint:  the  problem  ot  -iubstantul  devi.u'.i-'n  or  the 
taxpjve:  »  •.r.l^.^:;:  rr'.c^  iron-,  i  preconceivea  nomi.  Bc-ciuse  :."•;  ■•'.an«:j:>; 
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is  clearly  prescribed  and  ascertainable  in  advance,  prices  set  by  the  taxpayer 
are  more  likely  to  conform.  Where  price  does  deviate  substantially  trom  the 
norm,  there  is  nothing  peculiar  to  the  problem  that  cannot  be  satistactorily 
addressed  by  the  other  civil  and  criminal  tax  penalties  available.  Cases  in 
this  category  include  ones  where  only  valuation  issues  are  involved  and 
where  there  are  exact  comparables  for  which  the  "comparable  uncontrolled 
price"  method  preferred  by  the  regulation  furnishes  sufficient  valuation 
guidance.  These  cases  may  include: 

•  Intercompany  loans  where  the  safe  harbor  interest  rate  for  the  loan 
transfer  is  readily  ascertainable; 

•  Rental  of  realty  or  large  tangible  items  where  comparables  are  easily 
ascertainable; 

•  Rendition  of  commonplace  services  where  cost  is  the  measure,  and 

•  Situations  where  either  the  resale  price  method  or  the  cost-plus 
method  las  prescribed  in  detail  in  the  regulations'  can  be  used  and 
where  there  is  relative  agreement  on  which  industry  the  goods  arc 
appropriate  to  and  where  there  is  a  stable  rate  of  return  across  that 
industry. 

It  should  he  clearly  understood,  however,  that  the  cases  just  described  are 
not  properly  includable  in  the  category  for -which  the  regulations  furnish 
sufficient  guidance  if,  as  is  frequently  the  ca.se,  issues  other  than  valuation 
issues  are  present.  Moreover,  even  where  only  valuation  issues  .iie  present, 
the  "comparables"  available  tor  use  with  the  resale  price  metiiod  and 
the  cost-plus  method  frequently  are  not  really  comparable.  Oni:  expert 
economic  consultant  in  the  area.  Dr.  Emil  Sunley,  has  stated  that  his 
experience  with  cases  in  which  the  resale  price  or  the  cost-plus  method  are 
used  IS  that  "comparable"  sales  by  a  taxpayer  are  nearly  always  into  a 
different  market  and  that  "comparable"  sales  by  third  parties  generally 
iii^'ai.;  iittcrent  products.  Clarification  of  the  expected  standard  tor  trans- 
fer prices  is  much  more  likely  to  reduce  substantial  deviations  in  taxpayers' 
prices,  and  other  penalties  available  are  sufficient  for  these  casesP 

Is  the  New  Penalty  a  Necessary  Addition  to  Those  Already  Available^ 

Enactment  of  the  new  transfer  pricing  penalty  was  justified  in  accompany- 
ing Congressional  materials  exclusively  in  terms  of  what  it  wouKI  do  to 
remove  "difficulties"  in  applying  the  existing  valuation  overstatement 
penalty  in  Section  482  cases.  Nothing  was  said  about  whether  the  other 
penalties  available  were  adequate  to  meet  those  difficulties.  For  example, 
an  official  explanation  added  to  the  legislation  reported  by  the  House 
Committee  on  Ways  and  Means  states  that  the  valuation  overstatement 
penalty  was  amended  to  eliminate  three  difficulties:  namely,  that  it  did 
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not  apply  where  ( 1 )  the  value  reported  for  the  transfer  deviated  by  less  than 
the  required  200  percent  but  millions  of  dollars  of  tax  were  involved,  (2) 
the  valuation  misstatement  related  to  services  rather  than  property,  and 
(31  the  Section  482  adjustment  was  attributable  to  an  undervaluation.'"" 
There  are  no  such  difficulties,  however,  with  the  negligence  or  substantial 
understatement  penalties. 

An  examination  of  the  tax  penalties  available  for  use  in  transfer  pricing 
cases  when  the  new  penalty  was  enacted  shows  that  those  included  one  or 
more  penalties  capable  of  dealing  with  all  the  problems  discussed  at  the 
luly  1 990  House  Oversight  Subcommittee  hearings.  Evidence  in  the  limited 
public  record  offers  no  support  for  the  view  that  compliance  problems 
would  be  improved  by  adding  the  new  penalty  to  the  veritable  arsenal  of 
civil  and  criminal  tax  penalties  already  available.'"'  To  the  contrary,  it 
shows  that  proponents  of  the  new  penalty  made  no  effort  to  carry  their 
burden  of  demonstrating  why  a  new  penalty  should  be  added,  as  was 
expected  under  the  principles  that  guided  reform  of  the  penalty  system 
in  1989.  it  also  supplies  strong  evidence  that  other  measures,  notably 
promulgation  of  new  substantive  rules  clarifying  what  transfer  prices  or 
what  geographical  allocations  of  profit  related  items  are  correct,  are  more 
likely  to  improve  compliance. 
The  Other  Penalties  Available:  The  civil  tax  penalties  available  include: 

1.  The  following  three  accuracy-related  penalties: 

(a)  the  penalty  for  negligence  or  disregard  of  rules  or  regulations;'" 
lb'  the  penalty  for  substantial  understatement  of  income  tax;'' 
(cl  the  penalty  for  substantial  valuation  overstatement  for  income  tax 
purposes; '-' 

2.  The  fraud  penalty;'' 

3  The  tar-reaching  penalties,  enacted  in  1989  and  1 990  and  aimed  partic- 
ularly at  transfer  pricing,  for  failure  of  a  2S  percent  foreign-owned 
domestic  or  foreign  corporation  to  report  such  information  or  to  main- 
tain such  records  and  to  comply  with  such  U.S.  corporate-agent  desig- 
nation requirements  as  the  Service  by  regulations  may  require  in 
respect  to  transactions  between  the  reporting  corporation  and  related 
parties  '  or  any  transactions  of  any  foreign  corporation  doing  business 
in  the  United  States  (whether  or  not  foreign  ownedl;'' 

4.  The  general  penalties  for  failure  to  comply  with  tax-related  informa- 
tion reporting  requirements;"'  and 

.S.  The  third-party  penalties  for  aiding  and  abetting  understatement  of 
tax  liability^'  and  for  understatement  of  a  taxpayer's  liability  for  tax 
by  an  income  tax  return  preparer."* 

The  criminal  tax  penalties  available  include: 
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1.  The  felony  penalty  for  willful  attempt  to  evade  or  defeat  tax  (the  so 
called  "tax  evasion"  or  "tax  fraud"  penalty);"' 

2.  The  misdemeanor  penalty  for  willful  failure  to  file  a  return  timely  or 
to  supply  information  or  to  pay  tax;"" 

3.  The  felony  penalties  for  making,  or  assisting  in  the  making  ot,  fraudu- 
lent and  false  tax  returns,  statements,  or  documents;**'  and 

4.  The  penalty  for  attempts  to  interfere  by  force  or  threats  of  force  with 
an  official  in  his  or  her  administration  of  U.S.  tax  laws.'- 

The  penalties  just  described  include  at  least  one,  and  often  more  than 
one,  for  dealing  with  improper  or  "unduly  aggressive"  transtcr  pricing 
practices  of  the  kinds  about  which  Congressmen  expressed  concern.  Most 
of  these  were  cases  where  the  taxpayers  made  "no  reasonable  attempt  to 
comply  with  the  law"  or  where  the  taxpayer  exhibited  a  "careless,  reckless, 
i)r  intentional  disregard  of  rules  or  regulations."  All  such  cases  are  clearly 
covered  by  the  basic  and  long-standing  civil  penalty  for  negligence  or  disre- 
gard of  rules  or  regulations.  They  will  also  be  covered  on  some  facts  by  the 
no-fault  civil  penalties  for  substantial  understatement  or  for  valuation 
overstatement.  They  will  be  covered  by  either  the  civil  or  the  criminal 
penalties  for  fraud  if  there  is  the  requisite  evidence  of  actual,  intentional 
wrong-doing  and  the  intent  is  the  specific  purpose  to  evade  a  tax  believed 
owing.  Moreover,  any  continued  failure  by  a  taxpayer  to  furnish  such 
information  or  to  maintain  such  records  as  the  Service  might  require,  either 
under  Sections  6038,  6038A,  or  6038C,  would  expose  the  taxpayer  not  only 
to  the  monetary  penalties  provided  for  noncompliance  but  also  to  the  loss 
of  deductions  or  cost-of-goods-sold  allowances  that  the  Service  is  empow- 
ered by  Section  6038A  to  disallow  for  transfers  between  related  parties,  or 
to  the  loss  of  foreign  tax  credits  that  the  Service  is  empowered  by  Section 
6038  to  disallow. 

The  Evidence  on  the  Record:  A  review  of  the  July  1990  pubhc  hearings 
held  by  the  House  Ways  and  Means  Oversight  Subcommittee  reveals  that 
no  witness  recommended  adoption  of  a  new  transfer  pricing  valuation 
penalty.  To  the  contrary,  the  spokesman  for  the  Treasury  Department, 
Assistant  Secretary  Gideon,  recommended  against  such  penalties,  declaring 
flatly  that  "1  don't  think  additional  penalties  are  appropriate  at  this  time."'*' 
Secretary  Gideon  then  added: 

Remember,  this  subcommittee  did  a  substantial  revision  of  the  pen- 
alty structure  last  year  and  the  general  thrust  of  that  was  that  addmg 
all  kinds  of  ad  hoc  penalties  really  didn't  work  very  uell 

On  the  other  hand,  there  may  well  be  cases  where  the  hicts  Mi>;uest 
that  application  of  the  general  penalties  wc  have  now  may  be  appro- 
priate. 
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i.lhiiniuin  I'ICKLE.  Can  you  tell  mc  why  wc  have  had  no  penalties 
assessed' 

Mr  GIDEON.  In  the  transfer  prieing  area,  I  think  it  is  really  difHeult 
to  do  that  unless  you  could  find  a  flagrant  case. 

Usually  these  cases  are  quite  fact  intensive,  as  a  result  there  are 
reasonable  points  of  view  on  the  other  side  and  when  that  happens  you 
typically  don't  get  penalties."' 

Siibtommittef  members  were  av^are  that  a  number  of  civil  and  crimi- 
nal ta.x  ixnaltics  (including  the  penalty  for  substantial  understatement,"'^ 
penalties  aj;ainst  civil  tax  return  preparers,"''  and  penalties  for  civil  and 
criminal  tax  fraud''')  were  available  for  use  as  needed  to  help  increase 
compliance  m  the  transfer  pricinfi  area,  and  that  the  Service  had  been 
asserting;  the  substantial  understatement  penalty  in  some  transfer  pricmj; 
cases. ■"'  However,  subcommittee  members  were  repeatedly  cautioned  by 
IRS  witnesses  against  expecting  penalty  enforcement  efforts  to  produce 
much  improvement  in  compliance  in  transfer  pricing,  primarily  because  of 
the  great  difficulty  the  Service  has  in  even  establishing  that  the  taxpayer's 
pricing  was  wrong.""  Commissioner  Qoldberg,  for  example,  testified  as 
follows  in  response  to  questions  from  Former  Congressman  Flippo  (D.  Ala.) 
about  why,  in  transfer  pricing  cases,  there  had  not  been  more  vigorous 
and  successful  assertion  of  tax  penalties,  especially  the  understatement 
penalty 

.\\r  ILII'I'O.  We  have  a  situation  in  which  you  have  the  authority  to 
assess  the  penalties  for  substantial  understatement.  There  is  clearly 
substantial  understatement,  and  yet  no  penalties  have  been  sueeessfully 
applied   And  that  is  what  I  am  trying  to  understand,  is  why— 

Mr  COLDUERG.  I  appreciate  and  understand  your  concern.  I  ought 
to  point  out,  as  you  have  heard  publicly  and  in  executive  session,  these 
an.  extremely  difficult  cases  to  make.  There  arc  cases  where  our  pricing 
turns  out  to  he  as  wrong  as  the  taxpayer's  pricing.  If  we  say  it  is  $10 
and  they  say  S2()  and  the  court  comes  in  at  $1.S  we  are  half  wrong  "^' 

The  essence  of  witnesses'  advice  to  the  subcommittee  was  that  compli- 
ance measures  other  than  penalties  should  be  given  priority.  The  other 
compliance  measures  recommended  were  of  three  kinds:  (1)  new  informa- 
tion reporting  requirements,  to  be  prescribed  legislatively  m  some  cases 
and  administratively  in  others,  (2)  heightened  audit  activity,  and  (3)  new 
substantive  rules  of  law,  clarifying  for  taxpayers  and  tax  administrators 
alike  the  rules  and  methods  for  determining  transfer  prices  or  allocations 
that  will  be  accepted  as  correct  when  used  in  preparation  of  tax  returns. 
Treasury  Secretary  Gideon  and  Commissioner  Goldberg,  while  not  ruling 
out  the  need  for  new  substantive  rules,  assigned  top  priority  to  implement- 
ing new  information  reporting  and  to  stepping  up  audit  activity.""  Other 
witnesses,  however,  emphasized  the  need  for  new  substantive  rules  to 
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determine  transfer  prices  for  tax  purposes."'-  An  experienced  former  IRS 
international  examiner  in  Los  Anj^eles,  Frances  Zuniga,  stated: 

At  the  hciirt  ot  the  problem  is  Section  482  and  the  re^^ul.itions  No 
one  knows  what  arm's-lenjith  means.  This  is  especially  true  because 
there  are  simply  no  comparable  transactions  tor  many  of  these  compa- 
nies The  arm's-len>;th  standard  exists  in  a  world  of  smoke  and  mirrors. 
The  arm's-length  standard  pretends  that  related  companies  behave  as 
if  they  are  unrelated,  and  assumes  that  in  each  marketplace  there  are 
willmg  buyers  and  sellers  This  assumption  clearly  docs  not  work  where 
the  market  is  controlled.  The  three  pricing  methods  specified  under  the 
Regulations,  the  CUP  method,  the  Resale  Price  method  and  the  Cost 
Plus  method,  clearly  cannot  apply  to  the  foreign  controlled  distributor 

Thcrelore,  under  these  ciicumstances,  the  IRS  is  left  with  using  "any 
reasonable"  method  to  determine  the  arm's-length  standard,  or  price 
This  is  known  as  the  4th  method.  The  Regulations  give  almost  no 
guidance  on  using  the  4th  method,  despite  the  growing  dependence  on 
It.  Instead  of  providing  flexibility  to  the  IRS,  the  result  becomes  chaotic, 
again  because  no  one  knows  or  can  agree  on  what  exactly  is  an  arm's- 
length  standard."" 


Is  the  New  Penalty  an  Appropriate  Use  of  the  Tax  Penalty  System  and 
Consonant  With  the  Prnwiples  That  Guided  its  Recent  Reform' 

Is  the  new  transfer  pricing  penalty  consistent  with  the  principles  tliat 
guided  the  reform  of  the  civil  tax  penalty  system  accomplished  lust  a  year 
earlier  in  19H9-.  Significantly,  that  question  is  not  even  addressed  in  the 
Congressional  committee  reports  accompanying  the  legislation  that 
imposes  the  new  penalty.  That  may  be  due  in  part  to  the  nature  ot  the 
legislative  procedure  followed.  The  legislation  was  developed  and  drafted 
in  secrecy  and  enacted  hastily  after  summaries  were  ftrst  exposed  to  public 
view  on  September  30,  1990,  just  35  days  before  the  President  signed  the 
legislation  into  law.  Unlike  other  foreign  compliance  provisions  included 
in  the  1990  Budget  Reconciliation  Act,  this  penalty  was  enacted  without 
having  been  first  introduced  in  the  form  of  a  bill  and  made  the  subiect  of 
a  public  hearing  affording  the  public  an  opportunity  for  comment  on  the 
policy  and  structural  details  of  the  elaborate  new  penalty  structure  pro- 
posed. Whatever  the  cause,  the  new  penalty  contravenes  m.inv  ot  the  key 
principles  that  guided  the  1989  reform. 

When  evaluated  against  a  checklist  of  principles  as  to  what  a  tax  penalty 
should  and  should  not  be,  taken  from  the  Service's  1989  Report  on  Civil 
Tax  Penalties,"''  the  Penalties  Study  Report  of  the  Section  of  Taxation  of 
the  American  Bar  Assiiciation,'"  and  other  materials  considered  in  the  1 989 
eform,  the  new  penalty  on  transfer  pricing  does  not  score  well,  violating 
nearly  every  principle  on  the  list: 
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1.  Principle:  A  penalty  should  not  be  retroactive.''^  The  new  penalty  is 
retroactive,  bearing  an  effective  date  that  causes  it  to  apply  to  transfers  that 
may  have  occurred  as  much  as  1 1  months  before  its  enactment.  Violation 
of  the  principle  that  a  tax  penalty  should  not  be  retroactive  is  especially 
oh)cctii)nablc  in  the  case  of  a  transaction-specific  penalty  such  as  this, 
which  can  only  be  justified  as  reinforcing  a  normative  standard  for  taxpayer 
conduct  in  ways  that  will  deter  or  encourage  taxpayer  activities  which 
shape  the  contractual  terms  of  business  arrangements  under  which  a  trans- 
fer IS  to  be  consummated. 

2.  Principle:  A  penalty  should  not  he  used  to  raise  revenue^  The  new 
penalty  was  viewed  by  the  1990  Budget  Summit  conferees  and  the  Congress 
as  a  revenue-raising  provision.  It  was  classified  as  such  in  the  Budget 
Summit  Agreement'^'*  and  in  ensuing  Congressional  committee  reports."^ 
Interestingly,  the  amount  of  additional  revenue  anticipated  is  not  disclosed 
in  Congressional  committee  reports  or  other  materials  accompanying  the 
1990  Budget  Reconciliation  Act.  The  extraordinary  uncertainties  associ- 
ated with  determining  the  revenues  that  would  be  raised  through  enforce- 
ment of  Section  482  without  regard  to  the  new  penalty,  combined  with 
uncertainties  about  the  meaning  of  the  new  penalty  provisions,  their  rela- 
tion to  other  penalties  already  available,  and  what  changes  in  taxpayers 
behavior  should  be  assumed  to  result  from  its  enactment,  suggest  that 
any  such  estimate  of  revenue  effect  of  the  new  penalty  would  only  be 
meaningless  speculation. 

3.  Principle:  A  penalty  should  reinforce  and  be  rationally  related  to  a 
standard  of  behavior  that  exists  in  the  law  and  that  is  stated  clearly  m 
terms  that  arc  comprehensible  to  the  taxpayer. ^^^^  The  new  penalty  is 
signally  deficient  under  this  principle.  Treasury  and  IRS  personnel  devel- 
oped this  point  at  length  in  the  White  Paper.  The  absence  of  rules  for 
determining  what  transfer  price  is  correct  and  what  intercompany  and 
geographical  allocations  of  profit-related  items  are  correct  are  the  central 
problems  m  Section  482.  As  the  White  Paper  stated: 

Based  nn  the  gnvcrnmcnt's  experience  in  litigation,  the  current  section 
4K2  rcKulations  also  fail  to  provide  the  Service  and  the  Courts  with 
.sutHcicntly  precise  rules  to  make  appropriate  section  482  adiustmcnts 

IMI 

That  clearly  does  not  meet  the  standard  set  forth  in  the  Commissioner's 
Report  on  Civil  Penalties,  which  states. 

To  self-assess  one's  tax  liability  and  voluntarily  pay  it,  a  taxpayer  must 
know  the  rules  that  he  or  she  should  follow  in  assessing  and  paying  the 
liability.  As  a  practical  matter,  this  requires  written  materials  providing 
an  explanation  of  the  rules  and  forms  that  permit  the  self-computation 
ot  tax  liability.'"^ 
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4.  Principle:  A  penalty  should  be  effective.'"^  The  new  penalty's  effective- 
ness in  improving  voluntary  taxpayer  compliance  is  bound  to  be  under- 
mined by  the  present  lack  of  rules  of  lav^  for  determining  in  any  specific 
case  what  transfer  price  is  right  and  what  intercompany  and  geographical 
allocations  of  profit-related  items  are  correct.  Moreover,  as  the  Service 
recognized  in  its  Report  on  Civil  Penalties,  effectiveness  of  the  penalty 
may  be  undercut  by  its  seventy.  Imposition  of  a  penalty  as  severe  as  this 
can  make  the  stakes  so  high  that  a  taxpayer  is  more  likely  to  litigate — or 
to  settle  in  a  proceeding  not  guided  by  principles  of  law  because  the  taxpayer 
feels  threatened.  As  the  Service  stated,  "increasing  seventy  in  a  way  that  is 
unrelated  to  this  deterrence  objective  is  inappropriate  and  unnecessary"."" 

Experience  in  litigation  and  administrative  proceedings  involving  valua- 
tion or  other  is.sues  under  Section  482  and  in  other  areas  of  the  law  where 
there  are  no  legal  standards  or  only  vague  ones  about  what  is  "right"  argue 
for  being  very  cautious  in  accepting  facile  asseition.s  that  exI^tence  oi  the 
new  transfer  pricing  penalty  will  induce  t.ixpayeis  to  take  less  extreme 
positions.  Experience  of  many  suggests  precisely  the  opposite  The  prospect 
that  an  IRS  examining  agent  having  a  different  view  about  price  may 
increase  any  tax  deficiency  he  proposes  by  simply  asserting  a  20  percent  or 
40  percent  penalty  could  well  lead  a  taxpayer  rationally  to  conclude  that 
initially  claiming  a  more  aggressive  value  serves  his  or  her  interests  better 
in  the  long  run,  because  some  court  or  other  authority  arbitrating  the 
dispute  may  simply  "split  the  difference."  IKS  Deputy  Associate  Chief 
Counsel  (International)  Charles  S.  Triplett  stated: 

In  what  may  have  been  efforts  to  achieve  judicial  cctmomy,  many  cases 
have  resulted  in  decisions  that  represent  a  compromise  of  the  position 
of  the  parties.  An  unfortunate  byproduct  ot  these  cases  is  that  they  may 
very  well  influence  both  the  government  and  the  taxpayer  to  press 
overly  aggressive  positions,  on  the  assumption  that  the  court  is  going 
to  scale  back  anything  either  side  propose^  "■ 

5.  Principle:  A  penalty  should  he  fair,  and  should  be  perceived  to  be 
fair. '"''  The  new  penalty  is  grossly  unfair.  It  holds  a  taxpayer  presumptively 
liable  by  reference  to  a  legal  standard  that  was  not  in  existence  at  the  time 
the  taxpayer  shaped  and  completed  the  business  transaction  to  be  reported 
later  on  a  tax  return  '"'  The  taxpayer  is  penalized  by  reference  to  a  standard 
established  only  after  the  behavior  If  the  penaltv  were  "criminal,"  such  a 
law  would  be  unconstitutionally  e.v  pos/  /ji./o  Siniilarly,  a  criminal  law 
would  be  subiect  to  constitutional  challenge  for  undue  vagueness.  Should 
the  labelling  of  a  tax  penalty  as  "civil"  rather  than  "criminal"  make  such 
a  difference  in  its  desirability  or  its  constitutionality: 

6.  Principle:  The  amount  of  a  penalty  should  be  perceived  to  be  fair  and 
reasonable  and  not  disproportionate  to  the  culpability  of  the  conduct  m 
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question.^"'*  The  new  penalty,  through  use  of  an  automatic,  "objective" 
standard  for  measuring  the  size  of  a  Section  482  pricing  adiustment,  holds 
a  taxpayer  presumptively  liable  for  the  penally,  at  a  very  high  rate,  without 
any  requirement  that  he  or  she  be  shown  to  be  at  fault.  Instead,  it  indiscrimi- 
nately places  on  all  taxpayers  the  burden  of  proving  that  they  had  reasonable 
cause  and  good  taith  for  intercompany  transfer  prices  reported  on  their  tax 
returns  It  does  so  deliberately  under  the  "net  annual  effect"  basis,  even 
though  the  deviation  of  the  price  used  on  the  tax  return  from  the  price 
ultimately  held  to  be  correct  is  small  or  clearly  within  the  200  percent/SO 
percent  standard  set  under  the  new  law  as  being  acceptable.  This  expresses 
a  view  that  an  international  business  should  be  subiect  to  the  penalty  lust 
because  it  happens  to  be  large. 
In  its  1989  Report  on  Civil  Tax  Penalties,  the  Service  stated: 

If  penalties  become  too  severe,  they  may  have  penal  aspects,  penal 
aspects  that  arc  more  appropriately  dealt  witfi  in  the  context  of  criminal 
sanctions  . 

U  the  seventy  ot  a  civil  penalty  exceeds  the  seventy  that  is  appropriate 
in  .1  civil  context,  it  may  have  an  adverse  impact  on  taxpayer  attitudes 
about  the  fairness  of  our  selfa.ssessmcnt  system.'"^ 

Notwithstanding  such  principles,  unless  the  "reasonable  cause/good  faith" 
exception  applies,  the  new  transfer  pricing  penalty  may  be  imposed  at  the 
rate  of  40  percent  in  cases  argumentatively  labelled  as  "gross  valuation 
misstatements,"  even  though  the  taxpayer  was  not  "negligent"  within 
the  me.inmg  ot  the  accuracy-related  penalty  provisions  of  the  law.  If  the 
taxp.iyer  were  actually  negligent,  i.e.,  had  failed  "to  make  a  reasonable 
attempt  to  comply  with"  the  law  or  had  acted  in  a  way  that  was  "careless, 
reckless,"  or  in  "intentional  disregard"  of  rules  and  regulations,  the  penalty 
would  only  be  at  the  20-percent  rate."" 

Moreover,  the  statute  deliberately  withholds  other  forms  ot  relief  granted 
to  taxpayers  for  other  accuracy-related  penalties.  The  taxpayer  is  not  auto- 
maticallv  granted  reliet  from  the  new  penalty  because  he  can  show  he 
had  substantial  authority"  for  his  position,  because  he  made  "adequate 
disclosure"  of  all  the  relevant  facts  because  he  believed  that  the  transaction 
as  reported  on  his  tax  return  was  "more  likely  than  not  proper,"  or  because 
for  there  was  "no  intent  or  plan  to  avoid  tax."  Relief  will  be  available  in  such 
cases  only  to  the  uncertain  extent  the  taxpayer  can  show  it  is  warranted  by 
the  "reasonable  cause/good  taith"  exception. 

These  new  rules  will  almost  certainly  be  viewed  as  punitive,  severe,  and 
unrelated  to  culpability,  it  seems  highly  unlikely  that  the  authors  of  the 
new  penalty  expected  the  rules  to  be  perceived  as  fair  and  proportionate  to 
culpability;  it  seems  much  more  likely  that  the  authors  consciously  decided 
to  depart  from  principles  of  fairness  and  proportionality  m  favor  of  being 
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tough"  where  the  taxpayer  involved  is  a  large  and  politically  vulnerahle 
nternational  business  that  is  a  potential  source  of  revenue 

7.  Principle:  A  penalty  should  be  readily  administrahle  in  the  sense  lul 
'.hat  it  will  be  imposed  when  it  should  be  and  not  imposed  when  it  should 
not  be,  (b)  that  it  not  be  so  excessively  severe  as  to  make  it  difficult  to 
mpose.  and  (c)  that  demands  made  by  its  enforcement  on  the  limited 
resources  of  the  Service  will  not  divert  those  resources  from  more  impor- 
.ant  objects. *'*  The  new  penalty  casts  a  large  net,  sweeping  up  many 
taxpayers  who  have  engaged  in  no  misconduct.  Its  automatic  presumptions 
permit  relief  from  the  penalty  only  by  a  finding  that  the  specific  pricing 
actions  of  the  taxpayer  challenged  by  the  Service  were  taken  with  "reason- 
able cause"  and  "in  good  faith."  Such  a  finding  requires  "a  facts-and- 
circumstances  determination  to  be  made  on  a  case-by-case  basis,""-  sepa- 

'.  from  the  one  the  Service  must  make  to  challenge  the  taxpayer's  transfer 
j,..cc.  Each  such  determination  requires  a  factual  investigation  and  legal 
evaluation  necessarily  make  significant  demands  on  the  limited  resources 
of  the  Service.  Nevertheless,  the  resources  must  be  expended  it  innocent 
taxpayers  initially  caught  in  the  broad,  tight  net  of  the  penalty  s  presump- 
tions are  not  to  be  penalized,  too. 

The  new  transactional-specific  transfer  pricing  penalty  does  not  comport 
with  the  principle  stated  in  the  Service's  Report  on  Penalties. 

.  .  .|T|hc  design  of  penalties  shouKi  folldw  a  cijursc  that  recognizes  the 
limited  resources  for  administrjtion  ol  penalties.  SpeciHcallv  targeted 
penalties  aimed  at  marginal  noncompliance,  elegantly  strin  tuixd  Init 
difHcult-to-administer  penalties,  and  legislative  or  regulatoi  ^  dcinaiuis 
lor  scarce  resources  in  particular  areas  that  prevent  the  broader  consider- 
ation of  competing  resource  needs  should  be  avoided."* 

The  new  penalty  aggravates  the  costly  habit  of  diverting  limited  public 
and  private  resources  and  energies  into  directions  that  do  not  focus  on 
developing  substantive  rules  for  principled  disposition  of  issues  lying  at 
the  core  of  the  problems  presented.  This  is  a  drawback  that  the  new  penalty 
shares  with  the  multitude  of  recent  initiatives  for  stepped-up  eiitotcement, 
for  information  reporting,  and  for  dispute  resolution,  which  attempt  to  deal 
with  problems  in  this  area  on  an  ad  hoc,  case-by-case  basis.  Though  some 
such  initiatives  are  promising,  they  cannot  substitute  for  substantive  and 
more  generally  applicable  rules  that  resolve  the  issues  on  a  more  principled 
and  predictable  basis. 

Comparison  of  the  New  Penally  to  the  Ne^li^ence  Penally 

The  key  respects  in  which  the  new  penalty  fails  to  conform  to  the 
principles  that  guided  the  1989  reform  of  the  civil  tax  penalty  system  may 
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be  seen  more  clearly  by  comparing  the  new  penalty  to  the  negligence 
penalty. 

The  negligence  penalty  applies  only  if  (1)  there  is  in  existence  a  substan- 
tive rule  or  regulation  that  clearly  states  m  advance  the  behavior  expected 
of  a  taxpayer,  and  (21  the  taxpayer's  behavior  in  disregard  of  the  rule  or 
regulation  meets  the  statutorily  stated  standard  of  (a)  being  intentional, 
reckless,  or  careless,  and  |b)  not  being  under  the  circumstances  a  reasonable 
and  good  taith  effort  to  ascertain  and  to  comply  with  the  rule;  and  if  it 
applies,  the  amount  of  the  penalty  is  computed  by  reference  only  to  that 
pan  of  any  understatement  of  tax  that  is  attributable  to  the  taxpayer's 
negligent  behavior. 

The  structure  of  the  negligence  penalty — unlike  that  of  the  new  transfer 
pricing  valuation  penalty — reinforces  the  duty  of  governmental  tax  authori- 
ties to  make  .substantive  rules  that  define  in  advance  and  in  understandable 
language  the  behavior  expected  of  taxpayers;  and  if  they  fail  to  discharge 
that  duty,  there  is  no  penalty.  The  structure  of  the  negligence  penalty  also 
reinforces  the  reciprocal  duty  of  all  taxpayers  to  make  reasonable  and  good 
faith  efforts  to  find  out  and  comply  with  what  is  expected  of  them  under 
those  rulcs;  and  if  they  fail  to  discharge  that  duty  by  disregarding  those 
rules,  they  will  be  subject  to  a  penalty  at  a  substantial  20  percent  rate  on 
any  part  ot  .i  ta.x  understatement  due  to  their  negligent  conduct. 

The  negligence  penalty,  unlike  the  new  transfer  pricing  valuation  pen- 
alty, scores  well  under  the  major  criteria  for  a  tax  penalty  described  above: 
It  meets  the  cardinal  criterion  of  being  designed  primarily  to  reinforce  a 
substantive  tax  rule  or  "normative  standard"  for  taxpayer  behavior  rather 
than  to  raise  revenue  or  achieve  some  other  purpose.  It  can  be  effective  in 
that  It  IS  impo.sed  at  the  substantial  but  not  unduly  severe  rate  of  20  percent 
that  is  targeted  to  that  part  of  an  understatement  of  tax  due  to  a  taxpayer's 
misconduct.  It  is  fair  in  the  sense  that  it  treats  similarly  situated  taxpayers 
similarly;  it  does  this  both  in  reference  to  the  substantive  rule  of  tax  law 
involved  and  in  reference  to  the  procedural  standard  of  care  as  to  whether 
a  reasonable  and  good  faith  effort  has  been  made  by  a  taxpayer  to  comply 
with  the  substantive  rule.  It  also  is  fair  in  the  sense  that  the  rules  by 
reference  to  which  it  operates,  both  substantive  and  procedural,  must  have 
been  promulgated  in  advance  of  the  conduct  subject  to  the  penalty. 

/.s  the  New  Penalty  an  Appropriate  Exercise  of  Governmental 
Aiithontvr 

The  decision  to  add  the  new  transfer  pricing  valuation  penalty  to  the  vast 
arsenal  of  penalties  and  other  loosely  constrained  powers  already  accorded 
the  Service  tor  interpreting  and  enforcing  the  vague  standards  of  the  statute 
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and  of  the  Treasury  regulations  under  Section  482  raises  broad  issues  of 
appropriate  limits  on  the  use  of  governmental  taxing  authority.  These 
include  issues  about  what  activities  are  appropriate  for  various  agencies 
of  government  under  U.S.  concepts  for  a  system  of  checks  and  balances 
associated  with  separation  ol  powers  among  the  legislative,  executive,  and 
judicial  branches. 

Was  It  appropriate  for  the  Treasury  and  the  Service  to  suggest,  for  the 
Congress  to  enact,  or  for  the  administration  to  approve  its  enactment?  in 
the  White  Paper  the  Treasury  and  the  Service  pointed  out  the  lack  of 
substantive  rules  of  law  needed  to  determine  the  correct  amount  of  tax 
due  in  maior  categories  of  international  transactions.  Congressional  and 
administration  officials  who  agreed  to  enactment  were  aware  of  this  and 
knew  that  the  administration  was  at  work  developing  new  substantive 
guidelines  for  regulations  and  international  agreements.  Some  of  these 
officials  also  knew  that  an  ultimate  issue  in  this  area  for  both  taxpayers 
and  taxing  authorities  concerns  the  portion  of  a  taxpayer's  total  taxable 
income  from  international  transactions  that  is  to  be  subiect  to  the  tax  of 
each  country  claiming  lurisdiction,  and  that  there  were  not  in  force  in 
internal  U.S.  law  or  in  treaty  tax  law  all  the  rules  needed  tor  attributing 
items  of  income,  expense,  profit,  or  loss  to  each  country  of  geographic 
source. 

Now  that  the  penalty  has  been  enacted,  was  it  appropriate  for  Treasury 
and  IRS  officials  to  publicly  announce  their  intention  to  start  enforcing  it 
without  waiting  for  development  of  regulations?  General  rules  of  interpreta- 
tion are  needed  by  IRS  field  agents  to  assure  uniform  and  nondiscriminatory 
application  of  the  penalty  to  various  taxpayers,  some  of  whom  are  direct 
business  competitors.  Is  it  appropriate  for  Treasury  officials  lo  be  publicly 
speculating  about  the  benefits  of  an  m  terrurem  approach  which  would 
withhold  publication  of  rules  providing  needed  guidance  to  field  agents  and 
taxpayers  about  the  standard  of  taxpayer  compliance  expected  to  avoid  the 
penalty?  Taxpayers  are  not  the  only  persons  to  whom  the  reasonable  cause/ 
good  faith  standard  applies;  the  Service  isjiot  supposed  to  impose  a  penalty 
where  a  taxpayer's  standard  for  compliance  with  the  tax  law  measures  up 
to  its  requirements.  Is  it  appropriate  for  Treasury  and  Serviee  officials  to 
be  advising  international  business  taxpayers  that  they  can  free  themselves 
from  the  financial  threat  of  imposition  of  the  new  penalty  if  they  accept 
invitations  by  Service  tax  eniorcement  officials  to  enter  into  private  negotia- 
tions for  advance  pricing  agreements  about  the  basis  to  be  followed  for 
taxing  future  international  transactions  under  conditions  where  1 1 )  substan- 
tive rules  of  generally  applicable  law  needed  for  determination  oi  acceptable 
transfer  prices  are  still  not  in  force,  and  (2)  the  terms  of  any  agreements 
reached  by  direct  business  competitors  with  the  Service  or  other  countries' 
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taxing  authorities  are  not  known  to  the  taxpayer  and  are  required  to  be 
kept  secret  by  the  Service?"^ 

In  each  of  these  situations  it  would  seem  more  appropriate  for  govern- 
ment officials,  especially  Service  enforcement  personnel,  to  resolve  these 
issues  without  overzealously  using  their  power.  Tax  revenues  and  penalties 
must  be  collected  with  respect  for  rules  of  law  and  principles  of  fair  play. 
In  tax  legislative  policy  making  and  drafting  sessions  many  years  ago, 
the  author  discovered  that  it  was  commonplace  for  proposals  to  be  made, 
generally  by  Service  representatives,  for  provisions  of  tax  law  operating  "in 
terrorem,"  or  through  terror.  Sections  482  and  269  were  often  cited  as  prime 
examr!c««  of  such  provisions.  The  idea    ii  was  explained    was  to  adopt 
^,T(,.:■\,r^•,  mat  wcaia  nave  oniy  vague  stanaard.s  but  that  vvouiu  deie^iatc 
to  tax  enforcement  personnel  very  broad  powers  intended  to  accomplish 
two  obiectives   First,  they  would  frighten  taxpayers  from  entering  into 
transactions  within  the  .scope  of  those  broad  powers.  Second,  where  taxpay- 
ers nevertheless  ventured  or  happened  into  such  grey  areas,  the  powers 
delegated  would  enable  the  Service  to  resolve  disputes  on  a  case-by-case 
basis  "in  the  light  of  all  the  relevant  facts  and  circumstances."  It  was  said 
that  the  standard  for  deciding  permissible  conduct  could  be  decided  later 
when  the  Service  had  before  it  an  actual  case.  This  approach  contrasts  with 
spelling  out  "mechanical"  or  "bright-line"  rules  deRning  permissible  and 
impermissible  taxpayer  conduct.  The  latter  would  "only"  serve  as  a  road 
map  for  taxpayers  and  their  sophisticated  advisers  to  use  to  devise  courses 
of  conduct  that  would  "really"  only  be  legislatively  sanctioned  schemes  of 
tax  avoidance  The  broad,  in  terrorem  approach,  would  entail  less  work  for 
the  le.mslativc  draftsmen  and  Members  of  Congres.s,  thus  saving  time  for 
them  to  address  other  matters,  while  responsibility  for  the  difficult,  techni- 
cal, and  time-consuming  task  of  developing  regulations  and  rules  for  disposi- 
tion of  actual  eases  would  be  left  to  the  Treasury  and  the  Service. 

Sharp  controversies  often  arose  between  advocates  of  the  competing 
approaches.  A  particularly  sharp  controversy  arose  when  a  provision  that 
would  have  amended  Section  482  to  add  a  subsection  dealing  with  sales  of 
tannibk  property  between  U.S.  corporations  and  their  foreign  affiliates  was 
considered  in  1962.  Unless  the  taxpayer  could  demonstrate  its  use  of  an 
arm's-length  price  under  the  comparable  uncontrolled  price  method,  tax- 
able income  would  be  apportioned  between  related  parties  under  a  formula 
based  on  the  relative  economic  activities  of  the  affiliated  companies.  This 
provision  was  included  in  the  House  version  of  the  legislation, ""^  but  was 
not  enacted.  The  conferees  agreed  to  the  omission  by  explaining  that  Sec- 
tion 482  as  It  stood  was  already  broad  enough  to  permit  such  an  approach. 
They  recommended  that  the  Treasury  explore  the  possibility  of  promulgat- 
ing regulations  "to  provide  additional  guidelines  and  formulas  for  the  alloca- 
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tion  of  income  and  deductions  in  cases  involving  forci.un  income.""''  The 
Treasury,  however,  in  the  revised  regulation  promulgated  in  196H,  declined 
to  follow  the  conferees'  recommendation  to  adopt  formulary  apportion- 
ment based  on  relative  economic  activities  of  affiliated  parties. 

That  particular  contest  in  1962  was  "won"  by  proponents  of  the  in 
terrorem  approach.  However,  experience  under  Section  482  in  the  interven- 
ing 30  years  suggests  that  the  "victory"  may  well  have  been  Fyrrhic." 
That  the  dollar  amount  in  controversy  in  Section  4H1  disputes  hciore  the 
U.S.  Tax  Court  alone  stood  at  over  $25  billion  as  ot  the  end  ot  1990,  and 
was  rising,  may  be  taken  as  one  measure  ol  the  cost  of  the  ;/)  terrorem 
approach.  Another  such  measure  may  be  the  energies  and  monies  ot  govern- 
mental and  private  sector  personnel  consumed  by  the  deluge  of  policy- 
level  actions  taken  over  the  last  decade  by  the  Congress,  the  Treasury 
Department,  and  the  Service  to  shore  up  and  buttress  enforcement  of  the 
existing  regime.""  Similarly,  the  potentially  huge  revenue  stakes  discussed 
at  the  July  1990  public  hearings  before  the  House  Ways  and  Means  Subcom- 
mittee on  Oversight  may  be  taken  as  a  further  measure  ot  the  costs  of  that 
regime.  When  policy  makers  give  tax  enforcement  personnel  the  responsibil- 
ity for  making  needed  law  on  an  m  terrorem,  casc-by-case,  "tacts-and- 
circumstances"  basis,  they  are  not  likely  to  get  a  structure  of  generally 
applicable,  realistically  grounded  rules  of  law  that  provide  international 
tax  collectors  and  business  taxpayers  with  the  clear-cut.  flexible  advance 
guidance  they  need. 

The  high  costs  of  using  the  in  terrorem  approach  over  the  last  M)  years 
argue  strongly  for  shitting  away  from  it.  The  Service  should  not  be  given 
the  power  to  make  law  in  the  area  on  such  a  basis.  The  Service  should  also 
recognize  that  compliance  difficulties  in  the  area  are  often  caused  by  the 
nature  of  the  present  regulatory  regime  rather  than  by  taxpayer  "abuse"  or 
"cheating."""' All  concerned  might  be  better  served  by  an  approach  founded 
on  the  working  hypothesis  that  taxpayers  carrying  o\\  international  busi- 
ness within  the  United  States  and  within  the  other  free  and  democratic 
nations  among  our  maior  trading  partners  would  respond  better  to  a  rule  of 
law  than  a  reign  of  terror.  The  new  approach  ought  to  accord  primary 
importance  to  the  task  of  developing  a  system  founded  firmly  on  general- 
ized, workable,  and  realistic  principles  of  law;  a  system  that  provides 
international  business  taxpayers  and  taxingauthorities  alike  with  the  clear- 
cut  guidance  they  need.  To  achieve  that  result  pmbahlv  reijuires  even 
more  active  leadership  by  senior  policy  level  officials  in  the  U.S.  Treasury 
Department. 

One  provocative  note  about  the  appropriate  roles  for  different  branches 
of  government  in  handling  issues  under  Section  482  in  keeping  with  U.S. 
traditions  for  separation  of  powers  and  checks  and  balances  was  sounded 
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recently  by  Arthur  L.  Nims,  III,  Chief  ludgc  of  the  U.S.  Tax  Court.  In  a 
speech  before  the  International  Fiscal  Association  he  stated; 

Before  I  close,  I  would  like  to  make  one  further  comment  on  a  matter 
which  I  find  rather  troublmg  In  the  1989  Committee  Report  which 
accompanies  HR  3299,  and  specifically  regarding  new  section  6038A(e), 
there  is  a  statement  that  the  conferees  are  informed  that  the  Tax  Court 
IS  interpreting  the  standard  of  review  in  section  482  cases  so  as  to  permit 
the  Court  to  effectively  substitute  its  own  ludgmcnt  for  that  of  the 
Commissioner.  In  482  cases,  the  standard  of  review  is  whether  the 
Commissioner's  determination  is  arbitrary,  capricious  or  unreasonable. 
I  wish  to  assure  Congress  and  all  others  that  the  Tax  Court  has  no 
intention  of  routinely  substituting  its  ludgment  for  that  of  the  tax 
administrator.  Nevertheless,  many  of  the  cases  we've  been  talking 
about  involve  hundreds  of  millions  of  dollars,  sometimes  determined 
by  the  Commissioner  in  the  most  generalized  way,  and  in  a  free  society 
such  as  ours,  it  is  essential  that  review  by  an  independent  tribunal  like 
the  Tax  Court  be  available.  And  nothing  must  be  done  to  undermine 
that  independence.'^" 

Conclusion  and  Recommendations 

The  new  penalty  does  not  address  the  central  problem  that  is  at  the  root 
of  the  growing  maze  of  unresolved  disputes  and  problems  in  the  area  of 
multmational  taxation  of  income  from  international  business  transactions. 
That  problem  is  a  lack  of  rules  of  law  for  determining  how  to  allocate  to 
various  countries  and  to  various  entities  within  a  controlled  group  the 
worldwide  revenues  and  expenses  and  other  items  that  enter  into  calcula- 
tion of  the  tax  profit  or  loss  from  international  business  transactions.  The 
lack  of  law  is  a  failure  not  of  taxpayers  hut  of  government — at  many  levels. 
In  the  United  States,  Congress  has  failed  to  make  rules  of  statutory  law 
that  resolve  these  questions  in  specific  cases,  having  chosen  instead  to 
delegate  that  rulemaking  power  to  the  Treasury  and  the  Service.  The  Trea- 
sury and  the  Service  have  failed  to  make  principled  rules  of  regulatory  law 
to  resolve  in  specific  cases  the  host  of  hypothetical  questions  of  theoretical 
economics  generated  by  the  regulatory  regime  they  created  or  are  defending. 
That  is  followed  by  a  failure  of  the  Service,  in  litigation  and  in  administra- 
tive proceedings  asserting  tax  deficiencies  under  Section  482,  to  state  what 
rule  or  principle  of  law  it  is  that  leads  it  to  assert  that  a  business  underpaid 
Its  tax. '- '  In  the  case  of  foreign  governments,  there  generally  is  a  comparable 
failure  to  prescribe  rules  of  law  that  resolve  these  questions  in  specific 
cases  On  the  part  of  both  the  United  States  and  foreign  governments,  there 
IS  a  failure  to  arrive  at  principled  agreements  regarding  the  rules  of  law  that 
are  to  be  used,  whether  in  competent  authority  or  arbitration  proceedings 
or  elsewhere,  for  resolving  conflicts  among  countries'  differing  laws  as 
applied  in  specific  cases. 


215 

The  New  U.S.  Transfer  Pricing  Tax  Penalty  29 


Much  of  the  institutional  failure  of  the  U.S.  government  to  make  rules 
of  law  is  not  accidental;  rather,  it  is  the  result  of  conscious  and  deliberate 
decision  making.  Congress  made  a  scries  of  deliberate  decisions  to  delegate 
responsibility  for  developing  rules  of  law  to  the  Treasury  and  the  Service, 
and  to  leave  the  responsibility  there,  despite  strong  evidence  that  their 
regulations  were  not  working. '-'  The  Treasury  and  the  Service  have  deliber- 
ately rejected  "bright-line"  rules  or  "safe  harbors"  in  favor  of  disposition 
on  a  case-by-case  basis  with  reference  to  "all  the  facts  and  circumstances" 
of  each  case.'^* 

Such  Treasury  and  Service  decisions  are  being  made  in  the  context  of  a 
set  of  procedural  rules  in  U.S.  tax  law  that  go  well  hcvond  atiaciung  the 
usual  presumption  of  correctness  to  any  tax  adiustmcnt  proposed  by  the 
tax  collector:  they  require  the  taxpayer  to  bear  the  extraordinarily  heavy 
burden  of  proving  such  an  adjustment  to  be  "arbitrary,  capricious  or  unrea- 
sonable,"'-^ without  the  taxpayer  being  given  the  benefit  of  a  statement  in 
advance  of  what  is  reasonable.  The  scales  of  tax  justice  are  thus  weighted 
heavily  in  favor  of  the  U.S.  tax  collector's  exercise  of  the  enormous  power 
associated  with  the  vagueness  of  the  standards  prescribed  in  the  statute 
and  m  the  existmg  Treasury  regulations  under  Section  482.  Th.it  may  help 
explain  a  long-standing  reluctance  on  the  part  ot  many  IRS  tax  entorcement 
officials,  and  even  some  Treasury  Department  tax  officials,  to  abandon 
the  present  regulatory  regime:  doing  so  would  entail  relinquishing  the 
enormous  and  loosely  constrained  power  they  now  have  to  dispose  ot 
Section  482  issues  on  a  case-by-case  basis.  Yet  there  is  nothing  in  their 
record  of  enforcement  over-the  last  30  years  to  suggest  that  eiUoicement 
personnel  "know  best"  the  "right  answer"  to  each  ot  the  multitudinous 
issues  presented.  If  they  do  or  think  they  do,  let  their  view  ot  the  "right 
answer"  be  reduced  to  writing  in  a  set  of  proposed  rules  that  nre  open, 
through  the  usual  processes  provided  under  our  form  of  government,  tor 
review,  acceptance,  revision — or  even  rejection — by  those  subiect  to  the 
rule  and  by  other  duly  constituted  organs  of  government. 

The  law  imposing  the  new  penalty  naturally  docs  not  purport  to  pro- 
vide any  new  substantive  rules  for  answering  hypothetical  questions  in 
the  international,  intercompany  transfer  pricing  area.  The  new  penalty  is 
certainly  not  a  solution  to  the  puzzle;  it  is  only  a  symptom  of  views  that 
have  been  a  major  cause  of  the  puzzle.  Those  views  include  a  mistaken 
belief  that  "out  there  somewhere"  is  a  hypothetical  arm's-length  transfer 
price  for  nonarm's-length  intercompany  transactions  that  is  "right"  for 
each  case  even  though  it  is  not  stated  in  the  law;  a  mistaken  heliet  thiit 
taxpayer  "abuse"  or  "manipulation"  avoids  using  the  "right"  hypothetical 
price;  and  a  mistaken  beliet  that  the  "right"  price  is  ascertainable  if  only 
multinational  business  taxpayers,  especially  large  ones,  are  punished  suffi- 
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cicntly.  Those  views  also  include  a  mistaken  belief  that  every  organization 
carrying  on  international  business  is  operating  at  a  taxable  profit  and  that 
Its  failure  to  report  a  taxable  profit  to  the  United  States  is  evidence  of 
taxpayer  "abuse." 

The  authors  of  the  new  penalty  are  right  in  sensing  that  the  fiscal  stakes 
m  the  mternation.il  transfer  pricing  area  may  be  enormous,  for  both  the 
United  States  and  its  trading  partners.  Transactions  across  national  bound- 
aries by  some  (but  not  all)  business  organizations — U.S.  and  foreign — are 
generating  net  profits  of  magnitudes  that  offer  the  United  States  and  its 
trading  partners  important  sources  of  income  tax  revenue.  They  are  right 
in  believing  that  it  is  not  possible,  given  the  present  state  of  law,  or  more 
accurately  absence  of  law,  to  ascertain  whether  the  United  States  or  any 
other  country  for  that  matter,  is  collecting  its  "fair  share"  of  income  tax 
revenue  from  international  business  transactions.  There  simply  are  not  in 
force  the  rules  ot  internal  U.S.  tax  law,  let  alone  internationally  accepted 
rules  of  tax  law,  that  permit  the  Congress,  the  Treasury,  the  Service,  and 
taxpayers  to  know  in  advance  and  with  reasonable  certainty  how  much 
income  tax  the  U.S.  government  is  entitled  to  collect  from  a  scries  of 
international  business  transactions. 

Members  of  Congress  also  are  understandably  frustrated  and  concerned 
about  their  inability  to  find  out  whether  the  United  States  is  getting  its 
"fair  share."  The  Congress,  international  businesses,  and  the  U.S.  public 
at  large,  have  important  stakes  in  knowing  with  reasonable  certainty  what 
the  tax  rules  of  the  international  game  are — before  it  is  played. 

Members  of  Congress,  the  Treasury  Department,  and  other  Administra- 
tion officials  have  the  power  to  make  the  changes  in  U.S.  substantive  law 
needed  to  solve  the  problem,  as  well  as  to  seek  multilateral  international 
agreements  for  reducing  and  resolving  international  conflicts  of  law  on 
the  subiect.  Hopefully,  recognition  of  this  will  spur  pursuit  of  a  more 
constructive  form  of  remedial  governmental  action  than  that  reflected  in 
the  new  U.S.  tax  penalty  regarding  transfer  pricing.  The  recommendations 
set  forth  below  are  offered  for  dealing  with  the  new  transfer  pricing  penalty 
and  some  of  the  problems  to  which  it  was  addressed. 

1.  The  Treasury  Department,  in  the  study  and  report  to  Congress  on 
Section  482  mandated  by  the  Omnibus  Reconciliation  Act  of  1990,  should 
recommend  repeal  of  the  new  transfer  pricing  penalty  retroactively  to  the 
date  of  its  enactment. 

2.  The  Treasury  Department,  in  the  same  report,  should  recommend 
against  imposing  any  new  penalties  for  transfer  pricing  dispute  differences 
until  after  there  are  new  substantive  rules  of  law  in  force  in  the  United 
States  that  will  permit  principled  and  reasonably  accurate  advance  determi- 
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nations  of  acceptable  transfer  prices  and  profit  or  loss  allocations  for  interna- 
tional intercompany  transactions. 

3.  The  Treasury  Department  and  the  Service  should  consider  announcing 
a  moratorium  on  enforcement  of  the  new  penalty  during  the  period  before 
promulgation  of  final  regulations  prescribing  new  substantive  rules  to  make 
It  possible  to  uniformly  interpret  and  apply  both  Section  482  and  the  new 
penalty,  (including  the  "reasonable  cause/good  faith"  exception). 

4.  Pending  legislative  repeal  or  administrative  .suspension  of  enforcement 
of  the  new  transfer  pricing  penalty,  the  Treasury  Department  and  the 
Service  should,  by  regulations  and  by  rulings,  interpret  the  requirements 
of  the  "reasonable  cause/good  faith"  exception  as  being  satisfied  in  any 
case  where  the  regulations  do  not  provide  clear  substantive  rules  permitting 
a  reasonably  accurate  determination  in  advance  of  transfer  prices  and  alloca- 
tions of  profit  or  loss  (ineUuiing  all  revenue  and  expense  items  involved) 
that  will  be  acceptable  under  Section  4S2  lor  the  particular  transaction  in 
question 

5.  The  Treasury  Department  should  assign  top  priority  to  vigorous  pur- 
suit of  its  efforts  to  develop  and  to  promulgate  specific  new  substantive 
rules  that  will  permit  principled  and  reasonably  accurate  geographical  and 
intercompany  allocations  of  profit-related  items  arising  from  international 
transactions  on  terms  that  are  acceptable  to  the  United  States  and  have  the 
potential  for  gaining  acceptance  by  other  tountnes  The  Congress  should 
support  and  encourage  such  efforts  by  the  Treasury  Department;  it  also 
should  insist  that  the  new  rules  not  be  intentionally  vague  or  designed  to 
operate  in  terrnrcm  but  that  they  be  specific,  understandable,  and  informa- 
tive about  what  is  expected. 

6.  Representatives  of  international  businesses  should  work  cooperatively 
in  support  of  the  above  obiectives.  They  should  unify  and  intensify  their 
activities  in  support  of  efforts  by  the  government  of  the  United  States  and 
other  countries  to  develop  substantive  rules  for  international  allocation  of 
profit-related  items  They  should  share  their  expertise  and  compliance 
experience  to  produce  rules  that  are  specific,  understandable,  and  workable. 


TheauthorgratefuUyacknowlcdges  the  many  vdluabk' comments,  questions, 
and  suggestions  regarding  this  article  that  wcie  fiirnisJKd  by  Professor  Herbert 
I.  Lazerow,  Editor  of  The  hitematiotuil  Tax  lounnil,  by  the  author's  partner, 
Paul  T.  Metzger,  Esq  of  Chicago,  111.,  by  his  colleagues  at  the  bar,  Francis  A. 
Lavclle,  Esq.  of  Washington,  O.C.,  Charles  I.  Kerester,  Esq.  of  Cleveland,  Ohio, 
and  Edward  O.  Craft,  Esq.,  of  Bloomington,  Ind.,  and  by  Emil  Sunley  Ph.D.,  an 
economic  consultant  of  Washington,  D.C. 

Dale  W  Wickham  practices  law  in  Washington,  D.C.  as  a  partner  in  the  firm 
of  Bell,  Boyd  &.  Lloyd.  He  also  teaches  law  at  The  American  University  in 
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Washin>;ti)n,  where  he  is  distinguished  Professional-inResidence  |lor  Interna- 
noiial  Ck  Tax  Pohcy)  on  the  faculty  of  the  Kogod  College  of  Business  Administra- 
tion. He  has  served  as  an  attorney  on  the  Staff  of  the  Joint  Committee  on 
Taxation  ol  the  US  Congress  (1959-1962),  as  Special  Counsel  Jor  the  Tax 
Ketorni  Act  of  1 9M  to  the  U.S.  Senate  Committee  on  Finance  ( 1 969- 1 970),  ;)nd 
as  a  memherot  the  Private  Sector  Task  Force  on  1  ax  Penalty  Reform  established 
by  Senator  David  Pryor.  He  is  a  graduate  of  the  Harvard  Law  School  (LL.B., 
19531  and  Harvard  College  |A.B.,  1950).  He  is  a  member  of  the  International 
Fiscal  Association  (U.S.A.  Branch),  the  National  Tax  Association,  and  the  ABA 
Section  of  Taxation  (Committee  on  U.S.  Activities  of  Foreigners  and  Tax  Trea- 
ties). 

1  Omnibus  Budget  Reconciliation  Act  of  1990,  Pub  L  No  101-508,  ij 
1 1312,104  Stat  1388,  1388-454  (1990)  (amending  IRC  §  6662(e)). 

2  Other  such  measures  include:  (1)  A  provision  (§  11316)  requiring  the 
Treasury  Department  to  conduct  a  study  of  "the  application  and  administration 
of  Section  482",  including  the  effectiveness  of  this  new  penalty  in  increasing 
compliance  with  Section  482,  and  to  report  to  the  Congressional  tax-writing 
Committees  by  March  1,  1992  the  results  of  that  study,  together  with  such 
recommendations  as  it  may  deem  advisable;  (2)  A  provision  (J?  1I3I4)  that 
retroactively  applies  to  25  pcrcent-or-morc-forcign-owned  corporations  tor  prior 
open  taxable  years  beginning  before  July  11,  1989  the  information  reporting, 
record-keeping,  and  U.S.  corporate  agent  designation  requirements  enacted  in 
1989  as  IRC  J?  6038A;  (3)  A  provision  (^  11315)  that  extends  to  any  foreign 
corporation  doing  business  in  the  U.S.,  whether  or  not  25  percent-foreign 
owned,  information  reporting  and  record  keeping  requirements  like  those  appli- 
cable to  25  percent-foreign  owned  corporations  but  that  apply  whether  or  not 
the  iniormation  or  records  are  about  a  "related  party  transaction";  (4)  A  pmvi- 
sion  (if  I  1.^)71  that  extends  from  6  to  10  years  the  period  of  limitations  for 
institutini;  proceedings  for  collection  of  taxes  after  their  assessment;  (5)  A 
provision  1^5  113111  that,  in  the  case  only  of  a  corporation,  suspends  the  running 
of  the  statute  of  limitations  against  assessment  of  any  tax  for  any  period 
(whether  before  or  after  enactment  of  the  Budget  Reconciliation  Act  of  1990) 
during  which  the  corporation  and  the  Service  are  involved  in  ludicial  proceed- 
ings lor  the  enlorcement  of  an  IRS  "designated  summons";  and  (6)  A  provision 
1^  1 1313!  that  permits  the  Service  to  disclose  confidential  tax  returns  and  tax 
information  to  persons  who  provide  certain  services,  such  as  economists  or 
other  eoiisuitants  engaged  by  the  Service  in  IRC  >j  482  cases. 

3  U.S.  legislative  and  administrative  actions  over  the  last  decade  relevant 
to  international  transtcr  pricing  include  the  following:  (1)  Enactment  in  1982 
of  the  sanction  barring  a  taxpayer  from  introducing  into  evidence  in  a  U.S. 
court  proceeding  any  "foreign-based  documentation"  covered  by  a  "formal 
document  request"  by  the  Service  with  which  the  taxpayer  substantially  fails 
to  comply  IRC  i^  982.  (21  The  legislation  enacted  in  1986  to  prevent  the  tax 
cost  ot  Juunble  inventory  imports  from  exceeding  U.S.  Customs  value.  IRC  *} 
l()59A  1  ■■  Tile  1^>'S6  "super  n)yalty"  legislation  amending  IRC  ij  482  to  require 
income  irom  the  tiansleror  license  of  intangible  property  to  be  "commensurate 
with  the  income  attributable  to  the  intangible  "  Pub  L  No  99-5 14, 100  Stat  2085 
lamcnding  IRC  ^  482  to  add  second  sentencc(  1986))  (4)  The  1986  directive 
of  the  eonterees  on  the  Tax  Reform  Act  of  1986  (Pub  L  No  99-514)  that  "a 
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comprehensive  study  of  intercompany  pricing;  rules  by  the  Internal  Revenue 
Service  should  be  conducted  and  careful  consideration  should  be  given  to 
whether  the  existing  regulations  could  be  modified  in  any  respect  "  HR  Cont 
Rep  NoH41,  99th  Cong,  2d  Sess  11-638(1986).  (S)  The  198''-.  kvmslation  imposing 
the  "branch  tax"  on  certain  dividend  or  interest  remittances  abroad  irom  U.S. 
operations  of  foreign  corporations.  IRC  i^  884.  (6)  The  1988  "White  Taper"  on 
rules  for  international  intercompany  pricing  prepared  by  Treasury  Department 
and  IRS  National  Office  personnel  in  response  to  the  1986  Congressional  direc- 
tive. A  Study  of  Intercompany  Pncmfi.  prepared  by  Treasury  Department's 
Office  of  International  Tax  Counsel  and  Office  of  Tax  Analysis,  and  Internal 
Revenue  Service's  Office  of  Assistant  Commissioner  llnternationall  and  Office 
of  Associate  Chief  Counsel  llnternationall.  Discussion  DraU  Released  Oct 
19.  l9Ht),  Ihereinafter  White  Paper]  reprinted  by  Bureau  ot  NatiDiia!  Aftairs  as 
Special  Supplement  to  Daily  Executive  Report  No  203  (Oct  2t),  19881.  (71  The 
1989  legislation  imposing,  on  corporations  owned  25  percent  or  more  by  foreign 
persons,  far  reaching  inlormation  reporting,  record  keeping,  and  US.  corporate 
tax  agent  designation  requirements  in  respect  ot  transactions  by  the  reporting 
corporation  with  "related  parties".  IRC  i;  6038A.  (8)  The  1989  legislation 
designed  to  inhibit,  by  denial  of  a  U.S.  income  tax  deduction  for  "excessive 
interest",  the  "stripping  of  earnings"  from  a  U.S.  corporation  controlled  bv  a 
U.S. -income-tax-exempt  foreign  person.  IRC  !^  163(il.  i9'  Tlie  introduction  on 
March  10,   1990  by  U.S.  House  Committee  on  Ways  and  Means  Chairman 
Rostenkowski  and  other  Members  ot  Congress  of  a  bill  which  proposed  to:  (a' 
retroactively  apply  the  \Vh9-  imposed-information  and  record-keeping  require- 
ments to  prior  open  taxable  years  of  reporting  foreign  corporations;  (b'  empower 
the  Service  unilaterally  to  extend  by  as  much  as  three  vears  the  usual  three- 
year  period  against  assessment  of  tax  deficiencies  in  cases  where  the  deficiency 
is  "foreign-related"  and  the  Service  determines  it  cannot  assess  a  deficiency 
within  the  usual  period  "by  reason  of  delay  or  other  actions  ot  the  taxpayer;  ' 
(c)  impose  U.S.  income  and  withholding  tax  on  gains  ot  10  percent  loreign 
shareholders  from  sales  of  equity  securities  in  U.S.  corporations.  HR  4308. 
101st  Cong,  2d  Sess,  "The  Foreign  Tax  Equity  Act  ot  1990.'    The  bill  was 
accompanied  by  a  suggestion  by  Chairman  Rostenkowski  that  consideration 
be  given  to  instituting  a  new  rebuttable  presumption  ror  determining  taxable 
income  of  a  U.S.  corporation  from  the  sale  ot  property  acquired  trom  a  foreign 
person  under  which  a  transler  price  would  be  used  that  results  in  the  U.S. 
corporation  having  taxable  income  trom  the  sale  ot  not  less  than  SO  percent  ot 
the  combined  taxable  income  of  the  U.S.  corporation  and  anv  related  person 
from  such  property,  unless  the  taxpayer  could  prove  otherwise  to  the  satisfac- 
tion of  the  Service  1.^6  Cong  Rec  H  928-29  (daily  ed,  Mar  20,  1990)  istatement 
of  Mr.  Rostenkowski).  (10)  The  initiation  by  the  Treasury  and  the  Service  of  a 
project  looking  to  the  promulgation,  at  promised  dates  which  have  repeatedly 
been  extended,  of  revised  substantive  U.S.  tax  regulatory  rules  tor  pricing 
transfers  covered  by  IRC  §  482   (11)  The  Treasury/IRS  announcement  ot  an 
intention  to  institute  a  new  administrative  procedure  under  which  the  Service, 
upon  a  request  trom  a  taxpayer,  would  rule  in  advance  (in  a  so-called  "Advance 
Determination  Ruling"  ("ADR")  or  "advance  price  agreement "1,  on  a  Section 
482  transfer  pricing  methodology — but  not  price— it  would  accept,  and  loin 
with  the  taxpayer  in  advocating  tor  acceptance  by  foreign  tax  authorities  as  well 
under  advance  "competent  authority  proceedings"  contemplated  by  bilateral 
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income  tax  treaties.  "Full  Text  of  Draft  Revenue  Procedure  on  Advanced  Trans- 
fer Pricing  Rulings,"  2  Tax  Notes  Int'l  565  ()unc  1990).  Since  that  announce- 
ment of  intention,  the  Service  instituted  advance  pricing  agreement  procedures 
by  publi.shing  Revenue  Procedures  91-22,  91-23  &  91-24,  1991-1  IRB  11  (Mar 
18,  19911.  (121  The  Treasury's  announcement  in  1990of  initiatives  with  foreign 
tax  authorities  to  arrive  at  procedures  tor  compromising  international  transfer 
pricing  disputes.  See,  e.g..  Treasury  Accepts  U.K.,  West  German  Offers  of 
Cooperation  on  Transfer  Pricing,"  Daily  Tax  Rep  No  1 74,  at  G-8  (Sept  7,  1990). 

4.  Hciirmgs  on  Tax  Underpayments  by  U.S.  Subsidiaries  of  Foreign  Com- 
panies Before  the  Subcommittee  on  Over-^iight  of  the  House  Committee  on 
Wavs  and  Means.  ]Olst  Cong.  2d  Sess.  jhereinafter  Hearings]  held  July  10  and 
12.  1990,  Serial  101-123. 

5.  Turro,  "Ways  and  Means  Panel  Blasts  Foreign  Firms  for  Tax  Dodging," 
4H  Tax  Notes  247  (July  16,  1990). 

6  Statement  of  Commissioner  of  Internal  Revenue  Fred  T.  Goldberg,  )r., 
presented  July  10,  1990  at  Hearings,  supra  note  4,  at  61,  63;  see  also  62  ik 
186-87. 

7.  See  particularly  the  excellent  written  statement  of  Professor  Stanley  I. 
Langbein,  submitted  August  1,  1990  for  the  record  of  the  Hearmgs,  supra 
note  4  at  393. 

8.  Statement  of  Assistant  Treasury  Secretary  Kenneth  W.  Gideon,  pre- 
sented July  12,  1990  at  the  Hearings,  supra  note  4,  2.35  at  237-39  and  at  249-50. 
Secretary  Gideon  also  stated,  when  asked  by  Congressman  Flippo  whether 
foreign  controlled  U.S.  subsidiaries  are  paying  their  fair  share  of  taxes,  "That 
IS  a  question  1  cannot  answer."  Id.  at  260. 

9  The  assertion  here  is  not  the  broader  one  made  by  some  to  the  effect 
that  "the  arms-length  approach"  is  not  working;  that  may  or  may  not  be  so, 
depending  on  the  particular  meaning  that  is  given  to  that  phrase.  The  more 
limited  statement  here  is  that  the  approach  under  the  current  US.  Treasury 
regulations  under  IRC  §  482  is  not  working. 

10  On  (anuary  23,  1991,  U.S.  Tax  Court  judge  Edna  Parker,  in  remarks 
before  a  uroup  ot  members  of  the  District  of  Columbia  Bar  Association,  indi- 
cated tliat  about  $3.S  billion  of  tax  is  in  issue  m  cases  pending  before  that  court 
on  the  large-case  docket,  and  estimated  that  80  percent  to  85  percent,  or  $28 
to  S29.75  billion,  involved  transfer  pricing  disputes  under  IRC  §  482.  Judge 
Parker  noted  that  the  volume  of  IRC  t)  482  cases  before  the  court,  which  is 
controlled  not  by  the  court  but  by  the  Service  and  taxpayers,  is  likely  to  increase 
as  a  result  ot  increased  IRS  enforcement  activities  in  the  area. 

On  March  1,  1991,  U.S.  Tax  Court  Chief  judge  Arthur  L.  Nims,  111,  m  remarks 
in  Chicago  before  members  of  the  U.S.A.  Branch  of  the  International  Fi.scal 
Association,  reported  that  the  amount  in  controversy  m  ca.ses  on  the  Tax 
Court  s  docket  tor  large  cases  involving  potential  deficiencies  of  more  than  $10 
million  rose  dramatically  from  about  $19  billion  at  the  end  of  1989  to  over  $32 
billion  at  the  end  of  1990  as  a  consequence  of  the  IRS  large-case  audit  program. 

1 1  At  the  Congressional  subcommittee  hearings  in  )uly,  the  Commissioner 
of  Internal  Revenue  stated  that  the  number  of  international  examiners  had 
increased  from  150  in  1977  to  499  in  1990,  and  that  the  Service  was  currently 
auditing  approximately  520  foreign-controlled  corporations.  He  indicated  the 
Sevice  plans  to  audit  about  600  foreign-controlled  corporations  to  cover  those 
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reporting  more  than  50  percent  of  total  assets  and  receipts.  Hearings,  supra 
note  4,  61  at  79  &  80,  under  V.l.  The  Service  Assistant  Commissioner  (Interna- 
tional), in  remarks  on  August  9,  1990  noted  that  the  1987  tax  returns  of  those 
600  foreign-controlled  corporations  represented  total  assets  of  $530  billion  and 
gross  receipts  of  $355  billion. 

12.  The  study  of  IRC  §  482  required  by  section  1 1316  of  the  1990  Budget 
Act  (supra  note  2  (para  ( I ))  is  to  include  an  oxaminatKMi  ot  ( 1)  the  effectiveness 
of  the  amendments  made  by  all  the  compiiani-c  provisions  of  the  Budget  Act 
"in  increasing  levels  of  compliance"  with  IRC  ^^  482,  |2I  the  use  of  advanced 
determination  agreements,  (3)  "possible  legislative  or  administrative  changes 
to  assist"  the  Service  in  increasing  compliance  with  IRC  ^  482,  and  (4)  coordina- 
tion of  the  administration  of  IRC  §  482  "with  similar  provisions  of  foreign  tax 
laws  and  with  domestic  nontax  laws." 

13.  IRC  §  6662. 

14.  Notwithstanding  that  an  "underpayment"  to  which  the  new  penalty 
applies  IS  defined  broadly  to  include  "any  tax  imposed  by  this  title"  (IRC  i^ 
6664(a)),  application  of  the  new  penalty  is  restricted  by  the  statute  (IRC  ^^ 
6662(e)(1))  to  a  "valuation  misstatement  under  chapter  1  "  The  new  penalty 
therefore  is  to  apply  only  to  transfer  price  misstatements  made  on  returns 
of  those  income  taxes  which  are  imposed  under  those  IRC  §^,  namely,  IRC 
§§  1-1399,  which  comprise  chapter  1.  This  excludes  transfer  price  misstate- 
ments made  on  returns  of  taxes  imposed  by  chapters  2-6  of  the  income  tax 
subtitle  A  (e.g.,  the  excise  tax  imposed  by  IRCij  1491  on  the  transferot  property 
by  a  U.S.  person  to  a  foreign  corporation  or  other  entity),  or  taxes  imposed  by 
later  subtitles,  such  as  the  estate  and  gift  taxes,  employment  taxes,  miscellane- 
ous excise  taxes,  etc. 

If  the  regular  tax  is  computed  by  reference  to  some  amount  other  than  taxable 
income,  as  where  the  alternative  minimum  tax  applies,  such  other  amount  is 
treated  as  the  taxable  income  base  for  the  new  penalty  IRC  ^  6662(e)(3)(C). 

15.  IRC  §  6662(a). 

16.  IRC  §  6662(h). 

17.  IRC  §  6662(e)(1)(B), 

18.  IRC  §  6662(e)(l)(B)(i). 

19.  IRC  §§  6662(e)(!){B)(ii)  and  6662(e)(3).  In  computing  this  $10  million 
threshold  (and  the  $20  million  threshold  for  a  "gross"  valuation  misstatement), 
there  is  excluded  any  part  of  the  net  increase  in  taxable  income  attributable  to 
any  redetermination  of  a  price  if  it  is  shown  that  there  was  "reasonable  cause" 
for  the  taxpayer's  price  determination  and  that  the  taxpayer  "acted  in  good 
faith"  in  respect  of  the  price.  IRC  i?  6662(el|3)(H)(i).  The  report  of  the  conferees 
states  that  "the  conferees  intend  that  the  same  standard  ot  reasonable  cause 
and  good  faith  apply  for  purposes  of  this  modification  as  would  otherwise  apply 
to  the  valuation  misstatement  penalty  under  section  6664(c)."  HR  Conf  Rep 
No  964,  101st  Cong,  2d  Sess  1076(1990). 

Also  excluded  in  ct)mputing  those  thresholds  is  any  portion  of  the  net  increase 
in  taxable  income  which  is  attributable  to  any  transaction  solely  between 
foreign  corporations,  unless  the  treatment  of  the  transaction  affects  determina- 
tion of  any  such  foreign  corporation's  U.S.  source  income  or  taxable  income 
effectively  connected  with  conduct  ot  a  U  S  trade  or  business.  IRC  «} 
6662(e)(3)(B)(ii).  Thus,  the  report  of  the  conferees  indicates  that  there  will  be 
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no  penalty  under  Section  4S2  on  this  second,  "net  annual  effect"  basis  as  the 
result  of  IRS  adiustment  under  IRC  i)  4K2  of  the  price  of  a  transaction  solely 
between  two  toreiun  corporations  not  doinj;  business  in  the  U.S.,  where  one  of 
the  corporations  has  a  US  shareholder  whose  net  IRC  i}  482  transfer  price 
adiustment  computed  without  regard  to  any  subpart  F  inclusion  resulting  from 
the  toreign-to-toreign  adiustment,  docs  not  exceed  the  $10  or  $20  million 
threshold   HR  Cont  Rep  No  964,  lOlst  Cong,  2d  Scss  1076  (1990). 

The  increase  tor  the  vear  is  determined  without  regard  to  amounts  carried  to 
that  vear  horn  earlier  or  later  years.  IRC  t^  6662|el(3)|A). 

20.  IRC  5j  6662(h)(2)(Al. 

21.  The  statute  by  its  literal  terms  docs  not  provide  that  liability  tor  the 
penalty  on  this  basis  may  be  eliminated  or  offset  by  equivalent  but  contrary- 
direction  price  deviations  for  other  transfers  which  favor  the  taxpayer.  More- 
over, there  is  a  provision  in  the  Treasury  regulation  stating  that  "|s|cction  482 
grants  no  right  to  a  controlled  taxpayer  to  apply  its  provision  at  will,  nor  docs 
It  grant  any  right  to  compel  the  district  director  to  apply  such  provisions." 
Treas  Reg  i;  1.482- l|b)(3).  However,  Treas  Reg  J?  1.482-l|d)(3)  offers  a  basis  for 
precluding  such  a  harsh  result  in  cases  to  which  it  applies.  Such  cases  arc 
illustrated  bv  three  examples  in  the  regulation.  These  may  be  generally 
described  as  ,11  those  where  the  Service  is  required  to  set  off,  against  an  IRC 
ij  482  adiustment  that  otherwise  would  be  made,  the  effect  of  other  nonarm's- 
length  transactions  in  the  same  taxable  year  between  related  members  of  a 
controlled  group,  and  (2)  those  in  which  the  Service  is  required  to  consider  the 
effect  Q\  an  arrangement  between  members  of  such  group  for  reimbursement 
within  a  reasonable  period  before  or  after  the  taxable  year. 

Notwithstanding  that,  rules  that  might  not  have  permitted  the  aggregation 
suggested  in  the  preceding  paragraph  were  included  in  a  preliminary  draft  of  a 
notice  ot  proposed  Treasury  regulations  regarding  accuracy-related  penalties 
that  was  made  .ivailable  to  the  public  by  a  private  publisher  in  February  1991. 
i'reliniiiiary  Draft  ol  1  i  •,U)-9()  of  Department  of  the  Treasury-Internal  Revenue 
Service  Notice  ot  Propo.scd  Rulem.ikiiig  (IA-01  S-901  on  Accuracy-Related  Pen- 
alty", published  in  Daily  Tax  Rcr  (BNA)  No  34,  af»L- 12-28  (Feb  20,  1991) 
Ihercinatter  Dratt|.  Shortly  after  release  of  the  Draft,  however,  the  Service 
published  in  the  Fcilcral  Rcfiistcr  a  notice  of  proposed  rulemaking  on  certain 
aspects  t)|  the  accuracy-related  penalty.  This  declared  that  the  earlier  Draft  was 
made  available  to  the  public  without  Service  approval,  that  the  notice  contains 
substantial  revisions  trom  the  earlier  draft,  and  that  taxpayers  and  tax  prac- 
titumers  should  not  in  any  way  rely  on  the  earlier  Draft  or  draw  any  inferences 
trom  the  changes.  Treasury/IRS  Notice  ot  Proposed  Rulemaking  |IA-01.S-90| 
RIN  l.S4=.A().S8,  ,S6  Fed  Reg  8943,  8944  (proposed  Mar  4,  1991)  |hcrcinattcr, 
NoticeL  The  Service  also  stated  in  that  Notice  that  the  regulations  proposed 
there  do  not  address  how  the  valuation  misstatement  penalty  "applies  in  the 
context  ot  transaction  between  persons  described  in  Section  482  or  of  net 
Section  482  transfer  price  adjustments".  The  Service  further  stated  that  it  will 
at  a  later  date  issue  one  or  more  notices  to  address  such  issues,  but  that  it  "will 
not  wait  until  issuance  of  such  notices.  .  .to  begin  asserting  |the  negligence  and 
valuation  misstatement  penaltics|.  .  in  those  other  contexts."  Id.  at  8944.  The 
Notice  turther  states  that  rules  provided  in  the  proposed  regulations  for  the 
"reasonable  cause/good  faith"  exception  "do  not  consider  how  the  reasonable 
cause  exception  should  be  applied  in  the  context  of  transactions  between  per- 
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sons  described  in  Section  482  or  of  net  Section  482  transfer  price  adiustmcnts." 
id.  at  8947. 

Despite  these  assertions  by  the  Service,  certain  rules  in  the  e.uher  Draft 
should  be  noted  because  of  their  importance  should  they  be  applied  by  the 
Service,  either  on  audit  or  in  later  re^'ulations,  to  Section  482  pricing  adiust- 
ments.  First,  the  Draft  proposed  regulation  had  rules  for  deterinininj;  when 
multiple  assets  may  and  may  not  be  aggregated  and  treated  as  a  single  "prop- 
erty." The  l")raft  stated  the  general  rule  that  such  aggregation  determinations 
shall  be  made  "in  the  manner  that  most  clearly  reflects  the  actual  nature  of  the 
transaction  involved"  (emphasis  supplied),  and  then  illustrated  the  rule  with 
examples.  Draft  Prop  Treas  Reg  i^i:?  1 .6662-,Sic)(,^|(ii),  1.6662-,Slc)l.^l(iii|. 

Second,  the  Draft  proposed  regulation  had  rules  regarding  the  eneuni.stances 
under  which  tax  return  valuations  for  different  "propertiLs'  ma\  and  may  not 
be  aggregated  for  purposes  of  determining  the  amount  of  percentage  deviation 
from  the  "correct"  value  and  for  purposes  of  applying  the  S.S.OOO  and  SIO.DOO 
de  minimis  limitations.  Draft  Prop  Reg  sj  1.6662-5|dl.  The  geneial  rule  stated 
was  that  neither  the  x-alues  as  claimed  on  the  return  nor  thojc  as  corrected  mav 
be  aggregated  in  determining  whether  there  is  a  penalizable  deviation  of  200 
percent,  or  400  percent,  or  more.  The  rule  further  stated  that  the  pc^rtion  of  any 
tax  underpayment  attributable  to  valuation  misstatement  of  one  property  will 
be  combined  with  that  attributable  to  another  for  purposes  oi  determining 
whether  the  de  minimis  limitation  is  met. 

22.  IRC  ^§  6662(e)(l)|B)(il,  A662|el(3)(A|. 

23.  IRC  t?  482. 

24.  Treas  Reg  §  1.482-|l)(a)(3). 

25.  IRC  §§6662|c|(l)(B)(i),  66ri2|e||3)(A). 

26.  HR  Conf  Rep  No  964,  101st  Cong,  2d  Sess  107^  (1990) 

27.  Id.  See  also  Description  of  Chairman  s  Mark  for  I'roposdl  DLinocratic 
Ahernative  to  Budget  Revenue  Reconcihation  Proposals  Reported  hv  the  Com- 
mittee on  Ways  and  Means  on  October  10.  1990,  at  32-3,  prepared  bv  the  Staff 
of  the  loint  Committee  on  Taxation  (Oct  II,  1990). 

28.  Assume,  for  example,  there  is  a  dispute  whether  fee  income  received 
by  a  subsidiary  rendering  desalinization  engineering  services  in  and  M  foreign 
country  S  was  or  was  not  generated  by  or  "attributable"  in  whole  or  in  part  to 
the  subsidiary's  use  of  intangible  property,  such  as  a  copyrighted  or  patented 
design  or  process  or  trade  name  or  any  other  form  ot  intangible  oi  tangible 
property  held  by  its  parent  in  country  P  Assume  also  that  there  was  an  adjust- 
ment to  either  company's  U.S.  tax  liability  resulting  from  a  determination  that 
all,  or  none,  of  the  fee  income  was  attributable  to  the  subsidiary  s  use  of  the 
parent's  property.  Would  that  be  a  penalizable  adjustment  "attributable  to"  a 
valuation  misstatement  and  to  the  "price"  for  use  of  the  parent's  property  or 
for  the  "price"  of  the  engineering  serviees  rendered  in  and  to  country  S'  It 
would  seem  that  it  should  not  be.  Such  an  adjustment  grows  out  ot  a  dispute 
that  really  is  not  about  "price"  or  value  of  consideration.  It  is  abi)ut  what  is  or 
is  not  consideration  "for"  something  else  and  will  be  settled  only  by  resolution 
of  complex  and  nebulous  factual  and  allocation  issues. 

Nevertheless,  the  preliminary  draft  of  the  proposed  Treasury  regulation  under 
the  accuracy-related  penalties  (supra  note  21)  contained  a  provision  which 
would  treat  an  underpayment  as  "attributable  to"  a  valuation  misstatement  if 
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It  IS  "capable  of  being  attributed  to"  a  valuation  misstatement,  "notwithstand- 
ing that  the  underpayment  also  may  have  been  caused  by  other  conduct."  Draft 
Prop  Trcas  Reg  {)  I.6662-2(b).  This  is  an  extreme  position  that  is  questionable 
both  as  a  matter  of  statutory  interpretation  and  as  a  matter  of  policy.  To  treat 
"attributable  to"  as  meaning  "capable  of  being  attributed  to"  is  to  accord 
validity  to  a  interpretation  that  is  questionable.  It  seems  clear  that  an  underpay- 
ment should  not  be  subjected  to  the  penalty  merely  because  a  tax  deficiency  is 
"capable"  of  being  connected  with  valuation  disputes,  especially  where,  in  fact 
It  IS  not. 

Also  worth  noting  is  another  questionable  provision  in  the  draft  of  the  pro- 
posed regulation  which  would  invariably  treat  a  valuation  misstatement  as 
being  "gross"  and  subject  to  the  maximum  40  percent  penalty  in  any  case 
where  the  correct  value  of  a  property  is  zero.  Draft  Prop  Treas  Reg  §  1.6662- 
5(e).  See  also  the  cases  and  materials  discussed  in  HB  McCawley,  "Civil  Tax 
Penalties,"  Tax  Mgmt  Ponfoho  441 -2nd  (1990),  II.C.6.d.  at  A-20. 

29  IRC  §  6662(b)(3).  The  penalty  for  valuation  overstatements  as  first 
enacted  in  1 98 1  applied  only  to  individuals  and  closely  held  and  personal  service 
corporations.  It  did  not  apply  to  other  corporations  until  it  was  integrated  into 
the  accuracy-related  penalty  in  the  1989  reform. 

30.  IRC§  6662(b)(1). 

31.  IRC  §  6662(b)(2). 

32.  IRC  §  6663. 

S.'i.  IRC  §  6662(c)(2). 

34  IRC  ^^  6662(e)(3)(B)(i),  6664(c).  Another  commentator  initially  con- 
cluded, without  citation  of  authority,  that  "(tjhis  good-faith  exception  does  not 
apply  to  taxpayers  that  have  committed  a  'substantial  valuation  misstatement' 
under  the  first  part  of  the  definition  of  that  term  (relating  to  substantial  devia- 
tions from  the  price  ultimately  found  to  be  correct)."  M  Mclntyre,  "The  New 
U.S.  Penalty  for  Transgressions  Involving  Improper  Transfer  Prices,"  2  Tax 
Notes  Int'l  593,  at  394-95  (Apr  1991).  That  conclusion,  however,  is  contrary  to 
the  statutory  language  of  IRC  §  6664(c)  and  to  the  conferees'  understanding  of 
the  operation  of  the  new  penalty  as  stated  in  HR  Conf  Rep  No  964,  101st 
Cong,  2d  Sess  1074  and  1075  (parenthetical  clause  in  third  sentence  under 
"Conference  Agreement")(1990).  The  commentator  later  corrected  his  initial 
conclusion  to  take  account  of  IRC  §  6664(c).  M  Mclntyre,  "Good  Faith,  Reason- 
able Cause,  and  the  U.S.  Penalty  for  Transfer  Pricing  Abuses,"  2  Tax  Notes 
Infl  493,  497  (May  1991). 


3.5. 
36. 
37. 
38. 
39. 
40. 
41. 


IRCs 


4;  6665(a). 

IRC  t?5)  6601(e)(2),  6665(a)(2). 

IRC  !5l62if);  Treas  Reg  §  1.1 62-2 l(b)(l)(ii). 

IRC  ^  6662(d)(2)(B). 

IRC  ^  6662(d)(2)(C). 

Prop  Treas  Reg  §  1.6664-4(b)  (emphasis  supplied). 

TreasurV'IRS  Notice  of  Proposed  Rulemaking,  supra  note  21,  56  Fed 
Reg  8943  at  8947  &  8944. 

42.  See  also  infra  note  1 19  for  remarks  to  that  effect  on  May  18,  1991  by 
the  Treasury  Department  tax  official. 
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43.  HR  Conf  Rep  No  101-247,  101st  Cong,  2d  Scss  1392-93  (19891 

44.  For  a  discussion  of  the  case  law  under  the  reasonable  cause/good  faith 
exception  and  the  negligence  penalty,  see  McCawley,  "Civil  Tax  Penalties," 
supra  note  28  at  A- 1 0- 1 2.  For  further  comparison  and  discussion  of  the  possible 
merger  of  the  standards  for  application  of  the  negligence  penalty  and  other 
accuracy-related  penalties,  see  text  intra  under  "Summary"  in  second  paragraph 
after  noteeall  1 13  and  under  "The  other  penalties  available"  after  notecall  68; 
and  see  ABA  Pcnahv  Studies  Report,  infra  note  9S  at  31-39,  41-42,  43-48  dk  51- 
56. 

45.  Pub  L  No  101-508,  supra  note  1,  t?  11312(cl. 

46  Some  might  argue  that  the  correct  time  ior  measuring  the  retroactivity 
of  the  new  transfer  pricing  penalty  is  the  date  tor  filing  the  tax  return  rather 
than  the  earlier  date  ol  the  actual  occurrence  oi  the  transtcr  to  be  priced.  Such 
a  contention  does  not  appear  to  be  tenable  in  the  context  ot  a  transaction- 
specific  penalty  such  as  this  which  is  designed  to  rcintoicc  in)rmative  standards 
to  govern  taxpayer  conduct  in  shaping  the  contractual  terms  of  the  business 
arrangements  under  which  a  transfer  is  to  be  consummated. 

47.  Ofhce  ot  Management  and  Budget,  Bud\:et  Sunuiiit  Agreement,  Table 
lie,  Revenue  Raising  item  C7,  "Foreign  Compliance  Provisions,  under  "addi- 
tional provisions  not  from  the  Foreign  Tax  Equity  Act  of  1990",  reprinted  in 
Daily  Tax  Rep,  No  191,  at  L-1,  7-8  (Oct  2,  1990). 

48.  Hearings,  supra  note  4  at  251-52. 

49.  Hearings,  supra  note  4  at  169,  173  After  responding  that  the  question 
of  whether  to  add  sanctions  was  worth  looking  at.  Commissioner  Goldberg 
advised  the  subcommittee  that  "all  the  penalties  today  require  that  we  prove, 
the  guy  IS  a  bad  guy  "  Id.  at  169.  That,  of  course,  ignores  the  no-fault  nature  of 
the  accuracy-related  penalties  for  substantial  understatement  ot  income  tax 
and  for  valuation  overstatement. 

50.  See  remarks  of  IRS  Associate  Chief  Counsel(lnternationall  Steven  R. 
Lainoff,  reported  in  Daily  Tax  Rep  No  205,  at  C;-6,  (Oct  2.^  1990),  in  49  Tax 
Notes  at  947,  948  (Nov  26,  1990),  and  in  Highlights  e-^  Documents  at  1615, 
1616  (Nov  21,  1990);  remarks  of  Treasury  Department  Attorney-Advisor  Rom 
Watson  reported  in  Daily  Tax  Rep  No  208,  at  G-2  (Oct  26,  1990)  and  No  236, 
at  G-1  (Dec  7,  1990),  and  remarks  of  Chief  ot  Staft  of  loint  Committee  on 
Taxation  Ronald  Pearlman  reported  in  Dailv  Tax  Rep  No  221,  at  G-3-4  (Nov 
15,  1990). 

51.  While  Paper,  supra  note  3  (para  (61h  eh  3A,  last  two  paragraphs  at  S-5 
and  6.  (Page  numbers  in  citations  to  the  White  Paper  are  to  the  version  as 
reprinted  in  the  supplement  to  BNA's  Dailv  Exccniivc  Rep,  No  203  (Oct  20, 
1988). 

52.  Id.  at  S-5-6. 

53.  Id.  at  S-7 

54.  Id.  at  S-12. 

55.  Id.  at  S-8. 

56.  This  reflects  the  kind  ot  "strict  liability"  approacl:  to  tax  penalties 
which  was  rejected  by  the  Commissioner's  Task  Force  on  Civil  Tax  Penalties 
on  grounds  of  being  unfair  and  likely  to  undermine  the  standard  of  behavior 
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desired  tor  t.ixp.iycr  compliance.  Sac  Comm'r's  Report.  intr;i  note  94  ;u  VIIl-.^S 
(under  "Types  ot  l'en;iitics."  and  "1.  Strict  Linbility"!. 

S7.  This  is  not  mciUit  to  su);>;cst  ;jny  lack  ot  need  lor  .leeur.ite  reporting  by 
i\  taxpayer  ni  inlormation  ni  his  or  her  possession  that  is  needed  tor  apphtation 
ot  the  tax  laws  or  anv  Lak  ot  \m:l\\  tor  entoreement  efforts  and  some  supporting 
penalties,  huletd.  havin.u  that  is  vital  to  any  self-assessment  tax  system  which, 
like  that  oi  the  US.,  relies  on  voluntary  taxpayer  compliance. 

SS  This  important  tact  is  frequently  neglected  in  commentaries  which 
mistakenlv  speak  ot  the  arms-length  standard  as  a  requirement  of  the  statute. 
That  It  IS  not,  means  that  the  Treasury  and  the  Service  are  free  at  least  from 
such  a  statutory  constraint  in  selecting  which  of  the  many  approaches  available 
shall  be  administratively  prescribed. 

.S9    Treas  Reg  ^  l.4S2-lib)  provides  in  part  as  follows: 

^y  Scope  (Hid  purpose.  [  1 1  The  purpose  of  section  482  is  to  place  a 
controlled  taxpayer  on  a  tax  parity  with  an  uncontrolled  taxpayer, 
bv  determining,  according  to  the  standard  of  an  uncontrolled  tax- 
payer, the  true  taxable  income  from  the  property  and  business  of  a 
controlled  taxpayer.  The  interests  controlling  a  group  ot  controlled 
taxpayers  are  assumed  to  have  complete  power  to  cause  each  con- 
trolled taxpayer  so  to  conduct  its  affairs  that  its  transactions  and 
aeeounting  records  truly  reflect  the  taxable  income  from  the  prop- 
erty and  business  of  each  of  the  controlled  taxpayers.  .  .  .  The  stan- 
dard to  be  applied  in  every  case  is  that  of  an  uncontrolled  taxpayer 
dealing  at  arm's  length  with  another  uncontrolled  taxpayer.  Trcas 
Reg^  1.4H2- 1(b)(1). 

For  this  purpose  the  regulations  define  the  term  "true  taxable  income"  to 
mean: 

|l|n  the  case  of  a  controlled  taxpayer,  the  taxable  income  (or,  as 
the  ease  may  be,  any  item  or  element  affecting  taxable  income) 
w  hich  would  have  resulted  to  the  controlled  taxpayer,  had  it  in  the 
conduct  ot  its  affairs  (or,  as  the  case  may  be,  in  the  particular 
contract,  transaction,  arrangement,  or  other  actl  dealt  with  the 
other  member  or  members  of  the  group  at  arm's  length.  .  .  .  Treas 
Keg  ^  1.482- 1(a)(6). 

60.  While  Paper,  supra  note  3  (para  (6)!  at  S-4. 

61.  Id  at  S-8. 

62.  Id.  at  S-4. 

M.  Id  at  S  12.  Regarding  intangible  property,  the  White  Paper  nhn  states; 
.  .  .  the  ditficulty  in  applying  section  482  to  high  profit  potential  intangibles 
is  that  unrelated  party  licenses  ot  comparable  intangibles  almost  never  exist. 
Id  at  S-  IV  The  intangible  property  portion  of  the  regulations  contemplate  a 
failure  to  find  appropriate  comparables.  Where  they  are  unavailable,  the 
regulations  list  12  factors  to  be  taken  into  account  including.  .  .  The  regula- 
tion otters  little  or  no  guidance,  however,  in  determining  how  much  relative 
import.incc  particular  factors  are  to  be  given.  Id  at  S-4. 

64  Id  at  S- 18  I  iirther  comments  regarding  the  absence  of  rules  for  transfer 
pricing  appear  elsewhere  in  the  White  Paper  at  pages  S-2  (4th  para  of  sec  A  and 
3rd  para  ot  sec  B),  &  S-4  (last  sentence  of  sec  DA]. 


in 


227 

The  New  U.S.  Transfer  Pricing  Tax  Penally  41 


6S.  For  example,  Trcas  Reg  tj  1.4H2- 1(d)(4)  states: 

If  the  members  of  a  group  of  controlled  taxpayers  engage  m  transac- 
tions with  one  another,  the  district  ditector  iiuiv  ilistnbute.  uppur- 
linn,  or  allocate  income,  deductions,  credits,  or  allowances  to  relied 
the  true  taxable  income  of  the  individual  members  under  the  stan- 
dards set  torth  in  this  section  and  in  4;l.4S2-2  nolwithslanilin^  the 
fact  that  the  ultimate  income  anticipated  from  a  series  of  transactions 
mav  not  lye  realized  or  is  realized  durin\:  a  later  period,  for  example, 
.  .  .   The  provisions  of  this  subparagraph  apply  even  if  the  f^russ 
income  contemplated  from  a  scries  of  transactions  is  never,  in  tact, 
realized  by  the  other  members.  (Emphasis  supplied.' 
It  will  be  noted  that  the  regulation  reaches  this  result  ol  creating  and  taxing 
..come  never  in  fact  realized  by  defining  "true  taxable  income"  for  this  purpose 
in  the  subjunctive!  to  mean  the  hypothetical  or  constructive  'taxable  income 
.    .  which  would  have  resulted  to  the  controlled  taxpayer  had  it  dealt  with  the 
other  member|s|.  .    of  the  group  at  arm's  length  "  (Emphasis  supplied.)  Trcas 
Rcgi?  1.482- 1(a)(6). 

The  reader  thus  is  instructed  by  the  Treasury  regulation  that  reality  is  to  be 
discovered  only  by  treating  "true"  taxable  income  to  mean  income  as  hypothe- 
sized on  terms  to  be  prescribed  by  the  Treasury.  I  his  brings  to  mind  passages 
from  Alice  m  Wonderland,  and  particularly  the  following  dialogue  between 
Humpty  Dumpty  and  Alice: 

"When  1  use  a  word",  Humpty  Dumpty  said  in  rather  a  scornful  tone, 
"it  means  lust  what  I  choose  it  to  mean— neither  more  nor  less." 
"7'he  question  is,"  said  Alice,  "whether  you  can  make  words  mean 
so  many  different  things." 

"The  question  is,"  said  Humpty  Dumpty,  "which  is  to  be  the  mas- 
ter— that's  all." 

Alice  m  Wonderland,  Lewis  Carroll  (Cray  edition    1971),  as  quoted 
in  r.  Reed  Dickerson,  Fundamentals  ot  Le^al  Drallin^  (Little,  Brown 
ek  Co.,  2d  ed.,  1986)  141  at  note  5. 
66    See,  e.g.,  Langbein,  "The  Unitary  Method  and  the  Myth  of  Arm's 
Length,"  -M)  Tax  Notes  62.S  (Feb  17,  19K6). 

67.  ,^mong  these  are  possible  new  directions  on  which  the  author  has  been 
working  in  collaboration  with  Charles  I  Kerester,  Esq.  which  are  planned  tor 
presentation  during  proceedings  of  the  National  i  ,i.\  Association  to  be  held  in 
Williamsburg,  Va.  in  Nov.,  1991. 

68.  Description  of  Chairman's  Mark,  supra  note  27  at  32. 

69.  One  commentator  has  asserted,  without  citation  of  authority,  that 
"|t|he  Congress,  the  Treasury  Department,  and  the  IRS  have  all  concluded  that 
the  fraud  penalties  and  other  general  Code  penalties  that  might  be  applied  to 
police  transfer-pricing  abuses  have  not  been  working  "  M  .Mclntyre,  "The  New 
US  Penalty  for  Transgressions  Involving  Improper  Tr.inskr  Trices,"  supra 
note  34  at  .?9S.  Neither  the  record  of  the  |ul\  1990  luaiings  ot  the  House 
Subcommittee  on  Oversight  nor  the  Treasury/IRS  White  T.iper  support  that 
conclusion. 

70.  IRC  i?^  6662(b)(l!,  6662(c);  Prop  Trcas  Reg  4}5?  1.6662.  1  6664 

71.  IRC  t)  6662(b)(2);  Prop  Treas  Reg  §§  1.6662,  1.6664 

72.  IRC  ^  6662(b)(3);  Prop  Treas  Reg  t?i;  1.6662,  1.6664. 
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7,V   IRC  ij  6663. 
74     IRC  5;  6(USA. 
7,T.    IRC  ^  6U3KC. 

76.  IRC  §  6723. 

77.  IRC  i?  6701. 

78.  IRC  «?  6694. 
79  IRC§  7201. 
80.   IRC  §  7203. 

81  IKCi^  7206. 

82  IRC??  7212. 

83.  Hearings,  supra  note  4  at  251. 

84.  Id.  at  252. 

85    Id.  at  169  (Mr.  Fiippo)  and  175-76  (Mr.  Milanol. 

86.  Id.  at  177  (Mr.  McCrath,  Mr.  Goldberg  &  Ms.  Lcwin). 

87  Id.  at  175-76  (Mr.  Shaw),  230  (Mr.  Shaw),  297  (Mr.  Duncan!  and  298-99 
(Mr.  I)ori;an|. 

88  Id.  at  165  iMr.  Flippo),  193  (question  7.)  and  199  (answer  to  question  7.). 
89.  .See  testimony  of  Commissioner  Goldberg  and  Mr.  Romoff,  infra  at 

noteeall  and  note  90;  Assistant  Secretary  Gideon,  supra  at  notecall  83;  Dr. 
GranHeld,  Hearings  at  352-53;  and  Ms.  Lewin,  Hearings  at  177-78. 

90  Id.  at  169.  When  questioned  further  by  Congressman  Shaw,  Commis- 
sioner Goldberg  testified:  "We  have  been  notably  less  than  successful  in  our 
efforts  to  assert  civil  fraud  penalties,  much  less  criminal  penalties,  against  large 
corporate  taxpayers."  Id.  at  176. 

When  questioned  again  by  Congressman  McGrath  about  possible  use  of 
disciplinary  action  agamst  tax  return  preparers,  Commissioner  Goldberg  testi- 
fied: "I  think  that,  again,  1  hate  to  be  a  broken  record  here,  but  1  think  if  you 
listen  to  the  reality  of  how  difficult  these  cases  are  to  make,  how—."  Id.  at  1 77. 
In  .1  similar  vein,  Mr.  Edward  Romoff,  an  experienced  IRS  international  group 
manager  in  Los  Angeles,  testified  as  follows: 
I  have  to  say  that  you  arc  talking  about  penalties.  From  my  experience,  1 
feel  very  fortunate  if  we  can  get  a  482  issue  sustained  notwithstanding  the 
penalty.  ... 

Again,  we  have  a  torturous  road  with  regard  to  setting  up  and  maintaining  a 
482  case.  It  is  not  an  easy  thing  to  do.  Some  fraud  cases  that  have  nothing  to 
do  with  482  are  easier  to  make  than  a  482  case,  in  my  opinion.  That  is  part 
of  the  problem   It  is  a  torturous  road  that  we  have  to  take. 
Id.  at  178. 

91 .  In  the  Hearings,  supra  note  4,  see  the  oral  statement  of  Treasury  Assis- 
tant Secretary  Gideon  at  253-54  (1st  and  4th  colloquies  with  Mr.  McGrath), 
255-56  |4th  and  5th  colloquies  with  Mr.  Anthony),  260,  261,  and  262,  and  his 
written  statement  at  239-43;  the  oral  statements  of  IRS  Commissioner  Gold- 
berg at  62,  63,  and  67-71,  and  his  written  statement  at  7^  and  79-82. 

92.  In  the  Hearings,  supra  note  4,  see  the  oral  and  written  statements 
of:  Ms.  Frances  Zuniga  at  139-146;  Dr.  Michael  E.  Granfield  at  351-59;  Mr. 
Roscoe  Egger  at  347-51;  Prof.  James  E.  Wheeler  at  360-375;  I'rof.  Stanley  I. 
Lnngbcin  at  393-402;  Multistate  Tax  Commission  at  442-445. 
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93.  Id  at  140,  143  6v  144. 

94.  IRS  Commissioner's  Executive  Task  Force,  Report  on  Civil  Penalties 
(1989)  Ihercinaftcr  Comm'r's  Report]  reprinted  as  special  supplement  toBNA's 
Daily  Tax  Rep  No  3.5  (Feb  23,  19891. 

95.  ABA,  Section  of  Taxation,  Pt-nfl/fyS/ut/jt's/^t'/iorMluly  28,  1 9881  (herein- 
after i4B/l  Penalty  Studies  Report). 

96.  Comm  'r's  Report,  supra  note  94  at  VIIl-29;  see  also  material  on  retroac- 
tivity at  V-31  i2d  full  para,  including  text  of  note  521,  ABA  Penalty  Studies 
Report,  supra  note  95  at  2  (para  5:  "Since  it  is  not  fair  to  punish  acts  done  prior 
to  the  adoption  of  the  punishment,  nor  acts  deterred  by  penalties  not  even  in 
existence  when  the  acts  are  done,  penalties  should  not  be  adopted  retroac- 
tively"). 

97.  Comm  'r's  Report,  supra  note  94  at  I  ( 1  st  para  under  pt  1)  6v  11-2  ("revenue 
raising  is  not  rationally  related  to  compliance  obieetives ');  and  ABA  Penalty 
Studies  Report,  supra  note  95  at  2  (para  4). 

98.  Bud<iet  Summit  Agreement,  supra  note  47. 

9"-).  See,  e.g.,  HR  Cont  Rep  No  964,  101st  Cong  2d  Scss  (19901  at  1076. 

100.  Co/?7/7rr'.s' Kc'/Jorf,  supra  note  94  at  1  (4th  para  N  subpara  31,  1-4  (3d  para) 
U-l,  2  (!k  3,  6<  Vlll-.?0.  It  IS  stated,  e.g.,  that  ".  .  .  penalties  are  more  effective  if, 
in  addition  to  imposing  a  financial  sanction,  they  clearly  support  a  normative 
obligation.  A  penalty  will  not  achieve  this  noiniative  dimension  it  the  underly- 
ing obligation  (i.e.,  standard  of  behavior)  is  not  understood  or  does  not  exist." 
id  at  VlIl-30.  See  also  ABA  Penalty  Studies  Report,  supra  note  95  at  1  (principle 
2),  2  (principles  3  .!k  4)  &,  12-15. 

101.  White  Paper,  supra  note  3  (para  (6)1  at  S-18. 

102.  Comm'r's  Report,  supra  note  94  at  1-4. 

103.  Id.  at  111-3-5  (under  B.)  and  Vlll-28-30  (under  B  t 

104.  Id.  at  II1-4  (under  "1.  Adequate  Seventy"l. 

105.  Hearin^iS,  supra  note  4  at  103  i^  95. 

106.  Comm'r's  Report,  supra  note  94  at  1  (under  Part  1,  4th  para,  "principle 
1");  at  I1I-2  (under  Ill-A);  at  VllJ-23-25  (under  "Fairness"). 

107.  See  also  discussion  supra  note  46. 

108.  Comm'r's  Report,  supra  note  94  at  I  (under  Part  1.  4th  para,  "Principle 
1");  at  11-2  (4th  para);  111-3  (under  "2.  Proportionality":  ".  .a  penalty  should  be 
proportionate  to  the  culpability  ot  the  noncqnipliant  taxpayer  and  to  the  harm 
caused  by  the  instance  of  noncompliance."),  Vlll-25-28  (under  "2.  Proportional- 
ity"); at  Vlll-43  (recommendation  6. a  regarding  "Proportionality"),  also,  ABA 
Penalty  Studies  Report,  supra  note  95  at  11  (para  3,  "Appropriateness"). 

109.  Id  at  11-2  (3rd  and  4th  paras). 

110.  IRC  t>  6662(c),  Prop  Treas  Reg  §  1.6662-3. 

111.  Comm'r's  Report,  supra  note  94  at  II-2  (3d  and  4th  full  paras);  at  III-6- 
9  (under  "D.  Administrability");  at  Vlll-26  (under  "C.  Similar  Penalties  for 
Similar  Acts");  at  Vlll-31-35  (under  "D.  Administrability"). 

112    Prop  Treas  Reg  §  1.6664-4(a). 

113.  Comm'r's  Report,  supra  note  94  at  II1-9. 

114.  See  Rev  Procs  91-22,  91-23,  and  91-24,  1991-1  IRB  11  (Mar  18,  1991). 


230 

44  The  InternutionaJ  Tax  lournal 


1 1 5.  HR  10650,  82nd  Cong  2d  Scss  4?  6  (1962);  HR  Rep  Ni)  1447,  87th  Cong 
2d  Scss  537-38  (1962). 

116.  Sec,  e.g.,  Hearings  on  HR  10650  Before  the  Senate  Committee  on 
Fmance,  H7th  Cong,  2d  Scss  pt  7,  at  291.?,  301  1-3012  (1963)  istaicments  by  P 
Seghcrs  and  DN  Adams);  and  HR  Rep  No  2S08,  8 7th  Cong,  2d  Scss  18-19  ( 1962). 

1 1  ■7.  A  "Pyrrhic  victory"  is  "too  costly,"  "rcternng  to  the  victory  of  Pyrrhus, 
King  ot  bpirus,  over  the  Romans  at  Asculum  in  279  B.C.,  in  which  the  los.ses 
were  extremely  heavy  "  Wehster's  New  Universal  Unahrnifietl  Dictionary  1470 
(2d  ed.,  New  York,  Simon  tfv  Schuster,  1979). 

1 18.  For  a  description  of  19  such  actions  taken  since  1982,  seven  of  which 
occurred  )ust  last  year,  sec  supra  notes  1,  2  and  3  and  related  text. 

1 19.  For  a  representative  sampling  of  such  views,  see  the  Hearing's,  supra 
note  4,  passim,  and  the  recent  article  by  M  Mclntyre,  supra  note  i3  at  395.  An 
indication  that  the  in  terrorem  approach  to  transfer  pricing  issues  is  still  very 
much  alive  appeared  in  recent  remarks  to  the  effect  that  leaving  it  to  the  courts 
to  develop  the  meaning  of  the  reasonable  cause/good  taith  exception  as  applied 
to  the  new  transfer  pricing  penalty  might  have  a  useful,  m  terrorem  eJfect. 
Remarks  of  U.S.  Treasury  Department  Associate  Tax  Legislative  Counsel  Rom 
Watson  before  a  meeting  on  May  18,  1991  of  the  Committee  on  Affiliated 
and  Related  Corporations  of  the  Section  of  Taxation  of  the  American  Bar 
Association,  as  reported  by  Lee  A.  Sheppard  in  91  Tax  Notes  Today  111-5  (May 
21,  1991). 

120.  judge  Arthur  L.  Nims,  III,  Remarks,  supra  note  10. 

121  Relevant  to  this  point,  the  Chief  ludge  of  the  U.S.  Tax  Court,  in  an 
address  concerning  large  transfer  pricing  and  foreign  source  income  cases  before 
that  court,  made  the  following  statement  in  connection  with  the  first  pre-trial 
memorandum  required  of  the  parties  by  the  judge  assigned  to  the  trial  ol  a  large 
IRC  ^  482  case: 
.  .  in  this  connection,  it  has  been  my  exiienence  as  a  trial  iu(l\^e  that  .vt'ny//,4; 
an  afireed  statement  of  the  issues  is  the  sulfite  most  dillicuU.  and  most 
■<i\iiuiieani.  part  of  the  loh.  It  seems  that  notwithstanding  how  much  audit 
time  li.is  preceded  the  formulation  ot  the  deficiency  notice,  the  Commission- 
er ••  view  ol  the  case  may  well  continue  to  he  an  evoivinn  process  requiring 
in  //is  mind  quite  a  hit  of  additional  discovery  before  he  williufily  afirees  to 
he  pinucii  down  to  a  theory.  The  taxpayer  by  the  same  token  often  professes 
to  reni.nn  mystified  by  any  IRS  theory  that  falls  much  short  of  a  lull  capitula- 
tion. For  example,  if  the  case  involves  a  government  challenge  to  transfer 
pricing  of  tangible  property  under  section  1 .482-2(e)  of  the  Regulations,  with- 
out an  agreement  on  the  precise  question  presented  the  taxpayer  will  simply 
introduce  a  mass  of  evidence  to  challenge  the  application  of  all  four  of  the 
methods  prescribed  by  the  regulations  for  determining  an  arm's  length  price. 
The  government  will  do  the  same.  This,  as  you  can  see,  results  in  a  sprawling 
and  lengthy  trial,  involving  the  introduction  ot  a  great  deal  of  evidence,  much 
of  which  ends  up  on  the  cutting  room  floor.  The  opposite  side  of  the  coin  can 
be  a  taxpayer's  efforts  to  circumscribe  the  government's  attempt  to  get  at  the 
true  tacts  ot  the  case  so  that  the  government  will  be  forced  to  present  an 
incomplete  and  badly  prepared  defense.  Ideally,  the  government's  theory 
should  have  been  formulated  by  the  time  the  deficiency  notice  is  mailed.  If 
this  i^  the  ease,  and  the  ludgc  succeeds  in  getting  the  issue  agreed  upon,  the 
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taxpayer  can  simply  prepare  his  case  for  trial  confident  that  he  knows  the 
position  he  is  required  to  rebut.  The  government,  at  the  same  time,  can 
comfortably  limit  any  formal  discovery  to  putting  flesh  on  the  bones  of  a 
theory  already  well-articulated.  .  .  .  (Emphasis  supplied). 
Chief  judge  Arthur  L.  Nims,  ill,  U.S.  Tax  Court,  Remarks  made  in  Chicago  at 

the  Annual  Meeting  of  the  USA.  Branch  of  the  international  Fiscal  Association 

(Mar  1,  1991). 

122.  An  outline  of  the  history  of  Congressional  decisions  in  this  regard  prior 
to  1989  is  in  the  Treasury/IRS  White  Paper,  supra  note  3  Ipara  (6)1,  ch  i,  pt  A 
at  S-2,  ch  2  at  S-3-4,  and  ch  6  at  S-4-I4. 

123.  A  prominent  example  of  this  is  in  the  Treasury/IRS  White  l^aper.  After 
review  of  a  number  of  proposals  for  "safe  harbors,  or  simple,  mechanical,  bright- 
line  tests  that  may  be  used  in  lieu  of  the  fact-specific  arm's  length  inquiry 
under  Section  482,"  it  was  concluded:  "While  the  possibility  that  useful  safe 
harbors  could  be  developed  is  not  categorically  reiected,  additional  Section  482 
safe  harbors  are  not  recommended  at  the  present  time."  id.  note  4  at  S-18-19. 
It  was  also  concluded  there  that; 

No  amount  of  general  discussion  of  these  standards  |toi  exact  comparablesj 
is  likely  to  turn  them  into  objective  tests.  As  in  all  matters  concerning 
transfer  pricing,  facts  and  circumstances  must  determine  the  outcome  of 
specific  cases.  .    .  id.  at  S-21. 

124.  Credit  for  emphasis  of  this  important  point  ot  procedural  law  belongs 
to  the  author's  colleague  at  the  bar,  Charles  1.  Kerester,  Esq.  of  Cleveland,  Ohio. 
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TESTIMONY  OF 

KEVIN  L.  KEARNS 

PRESIDENT 

U.S.  BUSINESS  AND  INDUSTRIAL  COUNCIL 

TAX  AVOIDANCE  BY  FOREIGN  CORPORATTONR 

I .  Introduction 

In  July  1990,  an  investigation  by  the  House  Ways  and  Means 
Oversight  Subcommittee  into  alleged  tax  underpayment  by  foreign- 
ovmed  U.S.  subsidiaries  revealed  the  following  facts: 

•  At  least  half  of  the  companies  surveyed  had  substantially 
lowered  or  eliminated  their  U.S.  tax  liability^. 

•  Examination  of  income  tax  returns  of  18  U.S.  subsidiaries  of 
foreign  automobile  and  motorcycle  manufacturers  revealed  that 
in  tax  year  1987,  10  of  these  companies  reported  gross 
receipts  of  $38  billion.  Less  than  1%  of  this  figure  ($366 
million)  was  paid  in  income  taxes  to  the  federal  government^. 

•  In  1987,  foreign  firms  paid  income  taxes  of  only  $1.9  billion 
on  total  assets  of  $959  billion.  Their  true  tax  liability, 
based  upon  a  more  realistic  before  tax  rate  of  return  of  15%, 
has  been  estimated  to  be  approximately  $48  billion^. 

These  facts  lend  credence  to  the  argument  that  foreign 
manufacturers  have  gained  unfair  advantage  over  their  U.S. 
counterparts  by  under-reporting  the  pre-tax  income  of  their  U.S. 
subsidiaries,  thus  sigrnif leant ly  reducing  their  U.S.  federal  income 
tax  liability. 

In  response,  the  firms  defend  low  reported  rates  of  return  by 
stressing  their  traditional  emphasis  on  market  share  over  short 
term  profit.  However,  this  argument  fails  to  account  for  the  fact 
that  while  reported  profits  are  either  relatively  static  or  down, 
investment,  income  and  market  share  are  up.  These  are  clear  signs 
of  significant  distributions  to  parent  corporations. 

Foreign  cartels,  especially  Japanese  cartels  (known  as 
keiretsu)  use  tax  evasion  and  money  laundering  on  a  massive  scale 
to  gain  access  to  the  American  market  and  to  export  profits  out  of 
the  United  States  tax-free.  Transfer  pricing  abuses  have 
victimized  American  businesses  which  have  had  to  compete  with 
Japanese  subsidiaries  in  the  United  States  paying  little  or  no 
income  taxes  here.  The  cost  to  American  taxpayers  amounts  to 
billions  of  dollars  in  lost  revenues. 


^Patrick  Heck,  Statement  to  House  Ways  and  Means  Oversight 
Committee  hearings  on  tax  underpayment  by  foreign-owned  U.S. 
subsidiaries,  July  10,  1990. 


Heck ,  p . 5 . 
^The  Detroit  News,  August  24,  1990,  p. IE. 
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II.  How  Tax- Avoidance  Works 

The  methods  are  straightforward.  Huge  quantities  of  products 
are  shipped  to  the  United  States.  Kelretsu-controlled  subsidiaries 
located  In  the  United  States  buy  these  goods,  as  well  as  financial 
products  and  services  connected  with  the  goods,  from  their  Japanese 
parents  at  fraudulently  Inflated  prices  called  transfer  prices. 
The  prices  are  set  so  that  the  sale  of  the  product  In  the  American 
market  results  In  little  or  no  profit  for  the  subsidiary.  This 
mechanism  creates  a  profit  outflow  from  subsidiary  to  parent 
consisting  of  income  which  escapes  taxation  In  the  United  States. 

Ultimately,  targeted  American  producers  and  Industries,  unable 
to  respond  effectively  since  they  bear  the  burden  of  genuine 
taxation,  are  driven  out  of  business,  with  a  few  stragglers 
resorting  to  off-shore  production.  The  targeted  American  market 
then  accepts  the  low- value  added  role  of  a  warehouser,  or  at  best, 
an  assembler.  Higher  paying,  more  skilled  Jobs  remain  In  Japan  and 
other  foreign  countries.  Once  this  occurs,  the  second  phase 
begins.  Distribution  channels  then  can  be  Intimidated  and 
dominated.  And  more  significantly,  transfer  prices  to  the 
warehouser  and  assembler  can  be  raised  to  almost  any  level. 

Let's  be  clear  about  one  thing:  Tax  evasion  Is  an  element  of 
gaining  and  holding  market  share.  Political  resistance  can  be 
overcome,  or  at  least  contained,  by  nationally  coordinated 
lobbying,  public  relations  and  promotional  efforts.  We  have  seen 
just  such  a  well-coordinated  campaign  against  correcting  transfer 
price  abuses  In  recent  weeks. 

President  Clinton  made  the  correction  of  transfer  price  abuses 
a  main  element  of  his  campaign.  He  repeated  his  promise  to  stop 
this  practice  and  get  foreign  corporations  to  pay  their  fair  share 
of  taxes.  Immediately  after  his  election,  the  foreign  lobbying 
campaign  started.  News  stories  and  op-ed  pieces  began  to  appear 
with  the  specific  Intent  of  preventing  the  new  president  from 
fulfilling  his  campaign  pledge. 

These  stories  alleged  that  the  money  was  not  there;  or  that 
asking  foreign  corporations  to  pay  their  fair  share  of  taxes  would 
force  them  to  relocate  elsewhere;  or  foreign  direct  investment  in 
this,  the  world's  largest  and  most  lucrative  market,  would  dry  up 
overnight;  or  that  the  increase  in  taxes  would  be  passed  on  to  the 
American  consumer,  with  the  result  of  higher  prices  and  inflation; 
or  finally  that  foreign  nations  would  reciprocate  against  American 
corporations  doing  business  in  their  countries. 

Although  none  of  these  arguments  holds  any  credence  upon 
examination,  the  vehemence  with  which  they  are  advanced  leads  one 
to  conclude  that  there  is  more  at  issue  than  just  a  few  tax 
payments.    Transfer  pricing  is  not  some  esoteric,  theological 
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debate.  It  Is  a  huge,  high  stakes  game  being  played  for  the  future 
of  the  American  economy. 

We  have  already  seen  the  devastating  effects  of  such 
strategies  in  the  steel,  autos,  consumer  electronics  Industries. 
We  are  experiencing  them  now  In  flat  panel  displays,  advanced 
materials,  and  other  high-tech  businesses.  The  problem  Is  worse 
than  ever  today  as  Japan's  export-driven  economy  seeks  to  recover 
from  its  own  recession  through  increased  exports  to  this  country. 

The  U.S.  government  has  not  adequately  attacked  the  problem. 
In  the  few  cases  that  the  IRS  has  brought  against  companies 
engaging  in  fraudulent  transfer  pricing  schemes,  it  has  settled  for 
pennies  on  the  dollar.  Abandoned  by  the  government,  American 
businesses  have  not  yet  found  a  way  to  counter  tax  evasion  schemes 
aimed  at  them  as  part  of  a  business  strategy. 

Examples  of  specific  techniques  employed  by  foreign 
manufacturers  in  order  to  reduce  tax  liability  are  set  out  in  the 
cases  I  now  present. 

1.  Transfer  Pricing 

In  March  1989,  Sony's  U.S.  subsidiary  reported  profits  of  only 
$11  million  on  gross  sales  of  $4.4  billion.  Such  statistics  are 
indicative  of  the  fact  that  Japanese  and  other  foreign  corporations 
have  been  overaggressive  in  using  transfer  prices  as  a  way  of 
reducing  U.S.  income  tax  liability.  Parent  companies  are  charging 
their  U.S.  subsidiaries  artificially  inflated  prices  for  sub- 
assemblies and  finished  products  in  order  to  reduce  the  reported 
income  and  tax  liability  of  these  subsidiaries. 

Federal  law  stipulates  that  transactions  between  the  parent 
and  subsidiary  should  take  place  at  "arms-length"  prices,  i.e  the 
price  that  the  parent  would  charge  an  independent  seller  in  the 
open  market.  Examples  of  the  breach  of  this  regulation  abound. 
For  example,  one  foreign  automobile  manufacturer  sold  cars  to  its 
U.S.  distributor  at  prices  averaging  $800  more  than  identical  cars 
shipped  to  its  Canadian  distributor*.  Prosecution  for  breach  of 
federal  regulation  proves  difficult,  however.  The  charges  brought 
against  Honda  Motor  for  padding  transfer  prices  were  dropped  in 
1984,  due  to  the  absence  of  a  rigid  formula  for  calculating  arm's 
length  prices'.  Until  the  concept  of  an  "arms-length"  transaction 
is  more  clearly  defined,  the  practice  is  sure  to  continue. 

ii.  Miscellaneous  Deductions 


*Heck,  p. 6. 

'The  Japan  Economic  Journal.  August  11,  1990. 
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Aggressive  transfer  pricing  Is  but  one  strategy  employed  to 
reduce  subsidiary  Income.  Parent  companies  charge  their 
subsidiaries  excessive  amounts  for  Insurance,  advertising  and 
transportation . 

With  regard  to  Insurance,  In  one  case  cited,  a  U.S. 
subsidiary's  Inventory  was  Insured  under  a  separate  policy,  but  the 
Japanese  parent  company  billed  the  subsidiary  for  Insurance  twice. 

Excessive  advertising  expenses  charged  to  subsidiaries  also 
reduces  taxable  income.  In  one  Instance,  a  subsidiary's  advertising 
expense  exceeded  50%  of  its  gross  profit.  Advertising  expenses  for 
other  firms  in  the  same  industry  averaged  3  to  5%  of  gross  profit. 

There  is  evidence  that  Japanese  automobile  manufacturers  charge 
their  subsidiaries  more  for  ocean  freight  than  they  charge  to 
unrelated  companies  for  identical  products  carried  aboard  the  same 
vessel  on  the  same  day,  arriving  at  the  same  port'. 

ill.  Financial  Accounting  Practices 

Japanese  accounting  regulations  serve  to  Increase  the  Incentive 
of  Japanese  corporations  to  employ  transfer  prices  to  suppress  U.S. 
subsidiary  profits.  Companies  without  U.S.  stock  exchange  listings 
present  only  consolidated  financial  statements  to  stockholders. 
Income  from  subsidiaries  is  accounted  for  in  the  form  of  dividend 
income  only^.  This  provides  an  incentive  to  transfer  profits  from 
the  subsidiaries  to  the  parent  in  the  Interests  of  increasing  the 
stock  price. 

Furthermore,  Japanese  tax  law  offers  deductions  not  provided 
under  U.S.  law.  For  example,  when  a  Japanese  corporation  acquires 
the  assets  of  another  company,  the  amount  of  goodwill  recorded  on 
the  balance  sheet  is  tax  deductible,  a  practice  prohibited  in  the 
U.S.' 


iv.  Uncooperatlveness 

There  is  evidence  of  efforts  by  Japanese  corporations  to 
obstruct  IRS  investigations  of  alleged  Income  under-reporting.  Some 


'Heck,  p. 7. 

''This  accounting  practice,  referred  to  as  the  "cost  method"  is 
prohibited  in  the  U.S.  by  the  Financial  Accounting  Standards  Board. 

° James  E.  Wheeler,  Statement  to  House  Ways  and  Means  Oversight 
Committee  hearings  on  tax  underpayment  by  foreign-owned  U.S. 
subsidiaries,  July  12,  1990. 
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companies  have  gone  so  far  as  to  decentralize  their  U.S.  operations 
in  an  effort  to  reduce  the  possibility  of  detection  by  the  IRS. 
Others  use  complicated  transactions  to  establish  elaborate  paper 
trails  in  an  attempt  to  avoid  detection. 

Other  obstruction  techniques  are  less  subtle.  One  case 
describes  how  IRS  officials  conducting  an  examination  of  subsidiary 
offices  of  a  Japanese  multinational  were  assigned  desk  space  in  a 
6'  X  6'  guard  hut.  In  another  instance,  IRS  officials  who 
requested  specific  documents  were  presented  with  40  boxes  of 
documents  without  an  index.  The  relevant  documents  were  found  to 
be  missing'. 

The  IRS  readily  admits  that  its  auditors  and  attorneys  are 
presently  "outgunned"  by  the  legal  and  financial  expertise  foreign 
corporations  employ  to  evade  full  tax  liability  under  the  U.S. 
federal  tax  code.  The  successful  development  and  resolution  and 
tax  underpayment  cases  requires  a  complex  economic  analysis  of 
corporate  transactions.  The  IRS  is  currently  understaffed  in  the 
economist  function,  and  officials  must  wait  approximately  eight 
months  for  one  of  its  40  economists  to  be  assigned  to  tax 
underpayment  cases.  The  IRS  is  unable  to  assign  12  large  transfer 
pricing  cases  in  the  Western  region  because  the  region ' s  eight 
economists  are  overworked*". 

Thus,  a  combination  of  taxpayer  uncooperativeness  and 
insufficient  resources  has  degraded  the  investigative  effectiveness 
of  the  IRS.  Given  these  circumstances,  it  is  hardly  surprising  that 
investigations  of  alleged  tax  underpayment  by  subsidiaries  of 
Japanese  automobile  manufacturers  take  approximately  10  years  to 
complete . 

The  above  facts  indicate  conclusively  that  at  a  time  when  the 
Government  grapples  with  the  problem  of  a  budget  deficit  and  the 
controversial  issue  of  tax  increases,  aggressive  tax  filing  by  the 
U.S.  subsidiaries  of  foreign  companies  has  resulted  in  billions  of 
dollars  in  tax  revenue  being  denied  to  the  U.S.  Treasury.  As  of 
February  1990,  cases  in  appeals  and  litigation  involved  tax 
underpayment  of  approximately  $13  billion,  this  amount  being 
considered  by  many  to  be  just  the  tip  of  the  iceberg". 

Furthermore,  the  de  facto  tax  advantage  enjoyed  by  foreign 
companies  puts  U.S.  companies,  such  as  auto  manufacturers,  into  a 
position  in  which  they  are  unable  to  turn  a  profit,  and  are  unable 
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to  contribute  to  the  U.S.  Treasury. 

III.  Reconunendat ions 

What  specific  steps  can  be  taken  to  ensure  that,  in  the  realm 
of  taxation  policy  at  least,  U.S.  and  foreign  manufacturers  will 
compete  on  a  level  playing  field?  Here  I  offer  some  of  the 
specific  recommendations  which  have  been  made  to  date. 

•  More  public  information:  The  biggest  difficulty  in  combatting 
the  under-reporting  of  taxable  income  is  the  lack  of  publicly 
available  information  on  the  financial  status  of  the  U.S. 
subsidiaries  of  foreign  companies,  including  information  on 
their  tax  payments. 

Currently,  when  stock-exchange  listed  U.S.  companies  file 
their  forms  10-k,  they  are  required  to  disclose  detailed 
information  Including  sales  by  region  and  by  product.  But 
when  foreign  corporations  file  their  10-k  equivalent,  form  20- 
f,  this  requirement  is  waived.  The  public  therefore  loses  a 
valuable  source  of  information  on  the  financial  performance  of 
foreign-owned  U.S.  subsidiaries.  This  deficiency  should  be 
corrected .  ^^ . 

•  A  uniform  international  accounting  gyg-h«»in;  Introduction  of 
such  a  system  may  be  necessary  to  ensure  equal  treatment  for 
U.S.  and  foreign  manufacturers.  As  Illustrated  earlier,  the 
accounting  standards  set  by  the  Japanese  Ministry  of  Finance 
do  nothing  to  discourage  transfer  pricing  practices*^. 

•  Reform  of  the  U.S.  federal  tax  code:  The  Introduction  of  an 
"Alternative  Minimum  Tax"  has  been  suggested.  The  proposed 
tax  would  adjust  reported  taxable  income  by  removing  many  of 
the  deductions  now  allowed  to  arrive  at  a  new  taxable  Income 
to  which  the  alternative  tax  rate  can  be  applied.  A 
shortcoming  of  this  proposal  is  that  it  does  not  directly 
attack  Inflated  transfer  prices. 

•  More  attention  to  transfer  pricing:  One  useful  analytical 
tool  might  be  the  application  of  an  assumed  rate  of  return  on 
the  assets  of  subsidiaries  of  foreign  corporations  to  generate 
more  realistic  profit  figures  from  which  tax  liability  can  be 
more  clearly  established**. 


**  Wheeler,  p.  5, 
"Wheeler,  p. 6. 
"Wheeler,  p. 10. 
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A  more  rigid  definition  of  "arms  length"  pricing  would  also  be 
helpful  In  addressing  the  problem  of  artificially  high 
transfer  prices.  (This  Issue  must  be  resolved  at  the 
Government  level,  as  under  current  arrangements,  the  Japanese 
Ministry  of  Finance  reimburses  Japanese  corporations  required 
to  pay  additional  taxes  to  the  IRS  to  avoid  double  taxation.  ) 

Additional  resources  for  the  IRS:  The  IRS  admits  that  Its 
auditors  and  attorneys  are  presently  outmatched  by  the  legal 
and  financial  experts  foreign  corporations  currently  employ  to 
evade  their  full  tax  liability  In  the  United  States. 
Increased  resources  are  necessary  to  Increase  Investigative 
effectiveness . 

Self-help   for   American Business:      Given   government 

Intransigence  and  Incompetence,  American  business  must  fend 
for  Itself  In  this  area.  The  solution  Is  both  controversial 
and  novel.  American  business  should  respond  to  this  problem 
with  techniques  used  successfully  against  organized  crime. 
The  Racketeer  Influenced  Corrupt  Organizations  Act,  known  as 
"RICO, "  used  In  combination  with  federal  anti-money  laundering 
laws,  can  combat  ant i -competitive  market  effects  of  keiretsu 
tax  evasion. 

RICO  provides  a  domestic  legal  solution  to  what  has  been 
treated  as  a  matter  of  International  diplomacy.  Curbing 
predatory  foreign  trade  practices  through  RICO  would 
neutralize  foreign  nations'  powerful  political  resources  and 
provide  a  private  remedy  for  harmful  trade  practices  which  the 
government  has  been  unwilling  to  acknowledge  and  unable  to 
control . 

Through  tne  legal  principle  of  extraterritorial  jurisdiction, 
the  offshore  parent  could  be  within  the  reach  of  American 
courts,  both  as  party  and  for  evidence-gathering  purposes  if 
illegal  activity  either  took  place  in  the  United  States  or  had 
an  effect  here.  Those  with  first-hand  knowledge  of  wrongdoing 
have  an  incentive  to  come  forward  and  tell  what  they  know. 
Federal  reward  laws  can  entitle  whistleblowers  to  significant 
percentages  of  any  monies  recovered  by  the  IRS. 
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TESTIMONY  OF 
KEVIN  L.  KEARNS 
PRESIDENT 
U.S.  BUSINESS  AND  INDUSTRIAL  COUNCIL 

TAX  AVOIDANCE  BY  FOREIGN  COMPANIES  ACCELERATES 
DECLINE  IN  U.S.  COMPETITIVENESS 

Tax  cheating,  as  Americans  as  diverse  as  Al  Capone  and  Leona 
Helmsley  have  learned.  Is  an  Incendiary  topic.  There  exists  little 
sympathy  for  tax  dodgers.  No  one  argues  that  rich  people  or  big 
businesses,  because  they  face  more  complicated  provisions  of  the 
tax  law,  should  be  accorded  leniency  If  they  came  up  short  on  the 
amount  of  money  they  owe  to  the  government 

Yet  the  recent  Helmsley  affair  pales  In  comparison  to  the  tax 
cheating  being  undertaken  today  by  foreign  corporations.  The 
I.R.S.  is  investigating  the  possibility  that  foreign  companies 
operating  in  the  United  States  are  engaged  in  widespread  and 
systematic  tax  fraud.  According  to  I.R.S.  data,  of  the  36,800 
foreign-owned  companies  filing  tax  returns  in  1986,  more  than  half 
reported  that  none  of  their  income  was  taxable.  And  on  an 
aggregate  figure  of  $543  billion  in  total  receipts,  foreign 
businesses  operating  in  the  United  States  took  $544  billion  in  tax 
deductions.  In  other  words,  they  reported  a  taxable  Income  of 
minus  $1  billion. 

Foreign  firms  pull  off  these  tax  avoidance  schemes  by 
overcharging  their  subsidiaries  here  for  the  goods,  technology  or 
services,  such  as  consulting,  they  provide  to  them.  One  common 
overcharge  mechanism  is  called  "transfer  pricing".  The 
foreign-owned  subsidiaries  here  Import  into  the  U.S.  materials, 
parts  or  sub-assemblies  from  their  overseas  parents,  which  they 
then  sell  after  incorporating  them  into  a  finished  product.  The 
tricky  part  is  this:  the  foreign  parent  companies  charge  their  U.S. 
subsidiaries  substantially  more  than  the  Import  product  is  actually 
worth.  On  the  subsidiary's  books,  part--or  perhaps  all,  depending 
on  the  transfer  prlce--of  the  revenues  earned  from  U.S.  sales  are 
offset  by  the  inflated  charges  from  the  parent  company.  And 
instead  of  showing  true  profits  earned  on  its  sales  here,  the  tax. 
return  of  the  subsidiary  declares  reduced,  or  no,  taxable  Income. 

Why  transfer  profits  earned  in  the  U.S.  back  to  the  parent 
company  if  they  are  just  as  liable  to  be  taxed  there  (and  often  at 
higher  nominal  rates)?  While  many  believe  International  businesses 
do  not  view  themselves  as  citizens  of  any  particular  country,  in 
fact,  many  companies  do  consider  themselves  citizens  of  their  home 
countries.  For  them,  if  they  are  goUng  to  pay  taxes,  they  prefer 
to  do  so  where  their  money  can  improve  both  the  physical  and  human 
infrastructure  of  the  country  they  are  tied  to  over  the  long  run. 
The  parent  company  has  a  vested  interest  in  seeing  that  roads, 
ports,  schools,  laboratories,  and  health  and  standard  of  living  of 
its  valued  home  country  workers  Improve  and  provide  it  with  a 
growing  competitive  edge. 

Of  course,  the  assumption  that  a  foreign  firm  which  engages  in 
fraudulent  transfer  pricing  will  actually  pay  all  the  taxes  due  at 
home  is  probably  faulty.  A  company  that  cheats  on  its  taxes  in  one 
country  is  not  going  to  pay  them  in  full  in  another  country.   It  is 
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likely  that  some  or  all  of  the  transferred  profits  will  be  "lost" 
in  the  trans-oceanic  shuffle  through  accounting  tricks. 

In  addition,  this  mechanism  may  be  winked  at  by  the  parent 
company's  government.  After  all,  most  governments  are  interested 
in  giving  their  companies  an  extra  edge  in  international 
competition;  they  may  not  look  too  closely  for  these  transferred 
profits.  Strictly  speaking,  the  parent  company  is  cheating  the 
U.S.  government,  not  the  host  government.  And  if  the  American 
government  is  not  clever  or  conscientious  enough  to  collect  the 
taxes  due ,  why  should  the  parent  company ' s  government  do  the 
American  government ' s  work? 

The  fundamental  purpose  of  all  this  double  dealing  by  foreign 
firms  is  distortion  of  the  market  mechanism  in  their  own  favor.  If 
their  U.S.  competitors  are  paying  taxes,  and  they  are  not,  the 
foreign  firms  gain  a  tremendous  competitive  advantage  through  the 
additional  capital  they  then  have  on  hand.  With  these  extra  funds, 
they  can  outspend  their  competitors  on  R&D  to  capture  or  create 
markets  with  pioneering  new  products,  invest  more  in  new  capital 
equipment  to  improve  manufacturing  efficiency  and  lower  costs,  or 
expand  and  refine  the  sales  and  service  infrastructure  of  their 
firms.  By  converting  tax  liabilities  into  profits,  foreign 
corporate  tax  cheaters  can  really  put  the  squeeze  on  their  American 
competitors . 

Additional  market  distorting  effects  of  tax  cheating  compound 
the  problem  of  American  companies  trying  to  compete.  The  more 
money  foreign  firms  have  available  through  tax  schemes,  the  less 
they  have  to  borrow  and  their  costs  of  doing  business  are  lower. 
One  of  the  primary  problems  facing  American  companies  trying  to 
compete  is  the  high  cost  of  borrowing  money  in  the  United  States. 
Because  American  companies  have  to  pay  more  of  the  money  they  make 
back  to  their  lenders,  it  is  tougher  for  them  to  be  profitable. 

Tax  avoidance  distorts  the  credit  markets  in  several  additional 
ways.  Since  American  companies  show  lower  earnings  in  comparison 
to  their  non-taxpaying  competitors,  their  stock  prices  are  in 
effect  discounted  accordingly  and  it  costs  them  more  to  raise  money 
in  the  stock  market.  In  addition,  to  the  extent  that  profits  are 
lower  through  tax  payments,  U.S.  companies'  credit  ratings  are 
lower  than  their  competitors  who  do  not  pay  taxes.  Again  it  costs 
them  more  to  borrow  to  do  business.  And  as  weakened  U.S.  companies 
lose  the  competitive  battle  to  their  foreign  adversaries  and  their 
revenues  drop,  they  pay  fewer  taxes  thus  adding  to  the  federal 
budget  deficit. 

The  federal  government  and  the  American  consumer  are  also 
victims  of  tax  fraud  through  the  credit  markets.  It  is 
self-evident  that  to  the  extent  that  tax  revenues  are  lower,  the 
U.S.  government  is  hurt  directly:  but  to  make  up  the  difference,  it 
also  has  to  borrow  more.   This  borrowing  pushes  up  the  cost  of 
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capital  for  everyone  and  affects  the  entire  economy.  Jobs  are  lost 
not  only  in  U.S.  companies  trying  to  compete  with  foreign 
businesses  but  throughout  the  economy  as  interest  rate  sensitive 
industries  like  housing,  construction  and  autos  decline  in  the  face 
of  higher  rates.  With  tax  avoidance  occurring  in  the  billions  of 
dollars,  the  multiplier  effect  further  increases  the  cost  of 
capital  and  negatively  impacts  the  rate  of  U.S.  economic  growth. 

Probably  the  most  galling  aspect  of  the  issue  is  the  fact  that 
such  a  large  proportion  of  U.S.  tax  revenues  are  needed  to  fund  our 
$300  billion  defense  budget.  While  the  foreign  parent  companies 
are  transferring  profits  home  to  create  new  infrastructure  there, 
our  companies  are  saddled  with  the  cost  of  defending  the  rest  of 
the  free  world,  including  these  foreign  tax  cheaters  with  whom  they 
are  locked  in  life  or  death  economic  struggles. 

To  cope  with  a  situation  of  this  magnitude,  the  federal 
government  needs  extraordinary  means.  The  President  should 
establish  an  Independent  task  force  immediately  to  get  a  grasp  on 
the  full  extent  of  the  problem  and  to  go  after  the  cheaters.  There 
can  be  no  coddling  of  allies  here.  If  American  companies  were 
engaged  in  collusive  activity  to  cheat  on  their  taxes,  the  IRS 
would  pursue  them  with  a  fervor.  A  key  benefit  granted  to  foreign 
companies  setting  up  here  is  that  they  receive  "national 
treatment",  i.e.  U.S.  investment  policies  do  not  distinguish 
between  foreign  companies  and  U.S.  companies.  When  it  comes  to 
enforcing  our  tax  laws,  the  same  equal  treatment  principle  should 
apply. 

The  federal  government  should  be  using  the  tax  cheating  issue 
not  only  to  get  the  guilty  companies  to  pay  what  they  owe,  but  also 
as  leverage  in  other  important  economic  negotiations.  However,  the 
temptation  in  the  executive  branch  will  be  to  manage  this  crisis  so 
that  diplomatic  and  security  relationships  are  not  harmed  by  a 
blow-up  over  tax  cheating.  That  means  that  the  tax  cases  may  not 
be  pursued  vigorously.  Rather  than  risk  offending  allies  with  a 
request  that  their  companies  pay  their  fair  share,  the  federal 
government,  after  years  of  court  battles  with  the  cheaters,  as  it 
has  in  the  past,  will  likely  settle  for  a  fraction  of  the  amount 
that  is  owed.  Once  again  the  American  people  will  be  forced  to 
subsidize  the  unfair  practices  of  our  trading  partners.  Hence  the 
need  for  an  Independent  task  force  and  for  the  Congress  to  be 
involved . 

The  Congress  should  participate  In  two  ways.  First,  through  the 
House  Ways  and  Means  Committee  and  the  Senate  Finance  Committee, 
Congress  must  watch  to  make  sure  that  the  executive  branch  acts 
decisively  in  catching  tax-evading  foreign  companies. 
Congressional  hearings  to  explore  the  problem  are  mandatory. 
Second,  Congress  must  generate  legislation  which  eliminates  tax 
evasion  through  transfer  pricing. 
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One  possibility  is  to  establish  a  port-of -entry  transfer  tax  for 
all  materials,  parts,  goods,  services  and  technology  imported  into 
the  United  States.  Such  a  tax  would  create  an  incentive  not  to 
inflate  transfer  prices.  The  transfer  price  and  the  tax  paid  at 
port  of  entry  would  establish  a  baseline  for  the  IRS  when  the 
subsidiary  later  files  its  income  tax  return.  Credit  for  tax 
already  paid  would  be  granted.  Another  possibility  is  to  switch  to 
a  value  added  tax  rather  than  an  income  tax  for  business.  While 
these  and  other  methods  of  rectifying  the  situation  need  further 
exploration.  Congress  should  take  up  the  challenge  immediately. 
Because  it  is  easier  to  correct  tax  cheating  than  it  is  to 
implement  the  structural  and  cultural  changes  necessary  to  reduce 
the  cost  of  capital.  Congressional  action  on  this  issue  can 
directly  improve  American  competitiveness. 

Of  course,  there  is  also  an  important  fiscal  dimension  to  this 
story.  A  political  stalemate  is  currently  holding  up  meaningful 
progress  on  reducing  the  federal  budget  deficit,  while  increased 
U.S.  competitiveness  waits  on  the  sidelines.  In  an  election  year, 
little  movement  is  likely.  That  means  that  deficit  reduction  will 
take  place,  if  at  all,  through  one-time  savings  and  minor  "revenue 
enhancements". 

The  Administration  budget  submission  calls  for  more  money  for 
I.R.S.  enforcement,  which  it  estimates  will  bring  in  an  additional 
one  billion  dollars.  However,  foreign  firms'  tax  cheating  is 
estimated  to  be  in  the  $12  billion  range.  Imagine  what  a  grand 
compromise  on  the  budget- -featuring  $12  billion  in  new  tax  receipts 
from  tax  cheaters  plus  an  equal  amount  in  authentic  spending 
cuts--would  do  toward  achieving  genuine  deficit  reduction  and 
enhancing  overall  U.S.  competitiveness. 

A  final  note:  Tax  cheating  by  foreign  companies  operating  in  the 
U.S.  underscores  an  important  point  about  ownership  often  dismissed 
by  laissez-faire  free  market  theoreticians.  It  does  make  a 
difference  if  America's  factories  and  businesses  are  not  owned  by 
Americans.  Rapacious  behavior  on  the  part  of  foreign-owned 
corporations  retards  U.S.  economic  growth  and  contributes  to  a 
decline  in  our  standard  of  living.  Tax  cheating  by  foreign 
companies  is  thus  not  only  illegal  and  unfair,  it  is  ultimately  a 
breach  of  faith  with  the  American  people. 


BIO:  Kevin  L.  Kearns,  a  former  State  Department  official,  is  the 
President  of  the  U.S.  Business  and  Industrial  Council,  an  advocacy 
group  representing  the  interests  of  small  and  medium-sized 
American-owned  businesses . 
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The  Foreigner-Tax  Folly 

Clinton's  plan  to  raise  $45  bimon  from  non-U. S.  companies  is  a  pipe  dream, 
economists  say,  and  reflects  a  shortsighted  view  of  outside  investment 


By  S.C  CWYNNC  WASHINGTON 

MAYBE  BILL  CLINTON  REALLY  BE- 
lieved  thai  the  numbers  in  his 
economic  plan  would  add  up.  Or 
mayt>e  be  was  exercising  the  po- 
litical campaigner's  God-given  light  to 
fudge  and  exaggerate.  Either  way,  those 
days  are  gone.  Now  that  he's  President- 
elect, his  relatively  pain-free  prescriptions 
race  a  stark  reality  as  they  make  the  tran- 
sition from  promise  to  practice. 

Probably  Clinton's  most  dubious  bud- 
get idea  is  his  proposal  to  squeeze  foreign 
companies  doing  business  in  the  U.S.  for 
$45  billion  in  taxes  over  four  years.  He 
would  rely  on  that  measure  to  provide 
nearly  one-third  of  all  the  new  taxes  he 
will  need  to  hnance  his  program  to  reduce 
the  deficit  and  increase  public  investment. 
The  stratagem  is  characteristically  Clin- 
tonian:  an  apparently  painless  (for  Ameri- 
cans) way  of  generating  revenue  without 
raising  unpopular  levies  like  the  gasoline 
tax  or  touching  popular  spending  pro- 
grams like  Medicare. 

Clinton's  intention  is  to  clamp  down  on 
non-U.S.  companies  that  have  been  illegally 
shifting  their  profits  abroad.  Some  compa- 
nies do  this  by  inflating  their  transfer 
prices,  which  are  the  amounts  they  charge 
their  American  subsidiaries  for  goods  and 
services.  This  scheme  boosts  the  profits  of 
the  parent  companies  back  home  and  re- 
duces the  taxable  earnings  of  the  domestic 
affiliates.  Clinton's  advisers,  who  extrapo- 
lated their  numbers  from  a  study  by  a 
House  Ways  and  Means  subcommittee,  are 
confident  that  they  can  generate  enormous 
new  revenues  by  stopping  or  penalizing 
those  practices. 

The  problem  with  this  plan,  many  econ- 
omists say.  is  that  it  vastly  overestimates 
the  extent  to  which  non-U.S.  companies 
have  been  evading  taxes.  'The  $45  billion 
number  is  out  of  sight. "  observes  Gary  Huf- 
bauer,  an  economist  at  the  Institute  for  In- 
ternational Economics  in  Washington. 
"He  might  get  $6  billion  in  additional 
revenues."  Says  economist  Rudolph  Pen- 
ner,  the  former  director  of  the  Congres- 
sional Budget  OHice:  "The  numbers  are 
so  far  off  what  is  reasonable  that  it's  diffi- 
cult to  know  where  to  begin— $1  billion 
seems  more  likely  than  $45  billion." 
Aside  from  Clintons  proposal,  the  high- 
est estimate  of  the  revenue  to  be  gained 
by  closing  loopholes  on  foreign  compa- 
nies comes  trnm   the  Internal  Revenue 


Service:  at  most,  $13  billion  over  fouryears. 
The  main  reason  that  Clinton's  idea 
will  not  work  is  that  foreign  companies 
like  Honda,  which  invested  in  auto  and 
motorcycle  plants  in  Ohio  in  the  1980s  and 
helped  create  thousands  of  new  U.S.  jobs, 
have  little  motivation  to  move  their  profits 
elsewhere.  Germany's  corporate  tax  rate 
is  5 1%  and  Japan  s  is  46%,  while  the  rate  in 
the  U.S.  is  only  34%.  "There's  just  not 


A  squeeze  on  foreign  companies  could 
discourage  outside  investment  like  tfifs 
Honda  factory  in  Marysville,  Ohio 

much  incentive  for  these  companies  to 
move  their  prottts  to  higher-tax  coun- 
tries, "says  Hulbauer 

Although  some  non-U.S.  companies 
suivly  Uii  evade  American  taxes,  the  iRs's 
previous  etVoils  to  ci-ack  down  on  violators 
hjvi'  Iminr  i-el:itively  little  fruit.  Earlier 
this  iiiiinili  llie  .lap^inese  electronics  giant 
M;il.siisliil;i.  whuh  sells  piiKiiicIs  in  the 
I   .S    utulcT   Ihr    H-.inasiMiir  aiul   Qua.siir 


brand  names,  reached  an  agreement  with 
the  IRS  to  pay  a  settlement  in  that  kind  of 
dispute.  The  amount  was  a  mere  $4.8  mil- 
lion. At  least  47  Japanese  companies  in  the 
U,S.  have  been  involved  In  similar  cases 
within  the  past  five  years.  Many  such  com- 
panies are  now  taking  Matsushita's  ac- 
commodating approach,  which  will  pro- 
duce as  much  as  $6  billion  in  new  U.S. 
revenue  over  the  next  four  years,  far  short 
of  what  Clinton's  camp  has  hoped  for. 

Dinton's  miscalculation  of  the  gains  to 
be  had  from  taxing  foreign  firms  masks  a 
larger  problem:  a  shortsighted  view  of 
outside  investment  in  the  U.S.  "We're  in  a 
real  struggle  for  foreign  capital,  and  we're 
going  to  need  huge  amounts  of  it,"  says 
Jeffrey  Garten,  a  professor  at  Columbia 
University's  business  school.  "If  the  U.S. 
tries  the  gunboat  approach,  we're  going  to 
put  the  country  at  a  huge  disadvantage," 

Green  the  poor  return  he  is  likely  to  get 
from  trying  to  collect  these  taxes  under 
the  current  laws.  Clinton's  second  strate- 
gy might  be  to  impose  a  "presumptive  tax" 
of  some  sort,  possibly  a  minimum  levy  on 
the  total  sales— rather  than  profits— of  for- 
eign companies  in  the  U.S.  But  that  kind  of 
policy  could  backfire  mightily.  Germany 
has  declared  that  if  Clinton  imposes  such 
new  taxation,  Bonn  will  retaliate  against 
local  subsidiaries  of  American  firms. 
With  global  trade  tensions  already  at  a  fe- 
ver pitch  and  foreign  companies  increas- 
ingly unhappy  with  conditions  in  the  U.S.. 
any  furiher  discouragement  of  outside 
capital  might  cause  real  harm  to  Ameri- 
can economic  growth.  "Foreign  investors 
have  been  very  frustrated  over  the  past 
two  years."  says  Robert  Hormats.  vice 
chairman  of  Goldman  Sachs  Internation- 
al. "They're  amazed  that  we're  not  dealing 
with  the  underlying  problems  of  the  econ- 
omy, like  the  deficit  and  the  educational 
system.  They  want  to  be  reassured  that 
we're  going  to  fix  them. " 

What  foreign  companies  do  not  want 
is  to  pay  a  huge  chunk  of  the  bill  for  repair- 
ing these  problems.  Soaking  the  foreign- 
ers may  have  sounded  to  Clinton  and  his 
advisers  like  a  politically  painless  pro- 
gram, but  it  could  cost  the  U.S.  a  lot  more 
in  lost  capital  investment  than  it  would 
gain  in  taxes.  "Clinton  is  just  going  to  have 
to  rethink  his  policies  on  international 
taxation."  says  Garten.  If  Clinton  dues  so. 
he  will  probably  have  to  find  the  money 
elsewhere— or  come  to  realize  that  his 
spending  plan  ffi  toil  ambitious  ■ 
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Article  Text: 

Today  President-elect  Clinton  sits  down  with  economic  advisers  in  Little 
Rock  to  plan  the  first  Democratic  administration  in  this  country  in  12  years. 
One  of  the  ways  Mr.  Clinton  promises  to  pay  for  his  campaign  promises  to  the 
average  American  is  to  widen  tax  enforcement  on  foreign  corporations.  For  many 
reasons,  this  is  a  bad  idea. 

In  his  campaign,  Mr.  Clinton  complained  that  foreign  companies  are  not 
paying  their  fair  share  of  taxes.  He  argued  that  stricter  enforcement  of  tax 
laws  already  on  the  books  would  raise  as  much  as  $45  billion  over  the  next  four 
years  --  or  one-third  of  his  total  spending  package.  A  quick  analysis  of  tax 
revenues  from  foreign  corporations  suggests  that  the  president-elect  was 
selling  an  illusion.  He  was  also  —  and  more  importantly  —  creating  a  time 
bomb  for  discouraging  foreign  corporations  from  doing  business  in  the  U.S. 

Just  last  month,  this  newspaper  provided  some  of  the  early  public  evidence 
on  the  problems  with  the  tax  proposal.  It  showed  the  U.S.  liability  of 
foreign-controlled  domestic  corporations  totaled  less  than  $6  billion  in  1988, 
the  latest  year  available.  To  assume  that  an  extra  $10  billion  a  year  can  be 
coaxed  from  foreign  companies  is  dreaming.  Mr.  Clinton  may  plan  to  squeeze  them 
further,  but  closer  scrutiny  of  sour ce-of- income,  allocation-of-expense  and 
transfer-pricing  rules  toward  multinationals  shows  such  efforts  won't  generate 
*-^at  kind  of  money. 

Rather  than  trying  to  squeeze  out  an  extra  billion  dollars  or  two  by 
policing  the  internal  activities  of  multinationals,  the  Clinton  administration 
should  focus  on  incentives  to  encourage  foreign  corporations  to  use  the  U.S.  as 
their  base. 

Recent  work  by  the  Institute  for  International  Economics  shows  that  the 
American  tax  system  has  provided  an  environment  increasingly  hostile  to 
high-tech  production  activities  --  and  to  companies  interested  in  basing  in  the 
U.S.  The  report,  published  in  October,  argues  the  cost  could  currently  be  as 
much  as  $34  billion  ftnnually  in  U.S.  production.  In  my  view  the  actual  number 
could  be  much  higher,  for  ql0700, 0009that  figure  does  not  include  the  cost  of 
lost  opportunity.  The  institute's  director,  C.  Fred  Bergsten,  has  been 
mentioned  as  a  possible  Clinton  appointee.  The  hope  is  that  Mr.  Bergsten  will 
advise  the  president-elect  on  this  issue. 

The  U.S.,  of  course,  does  have  many  advantages  to  work  with. -It  has  some  of 
the  lowest  labor  costs  in  the  manufacturing  sector  among  industrialized 
nations;  productivity  ranks  high.  Under  the  current  tax  structure,  it  is  a 
natural  choice  for  international  corporations.  Jobs  will  be  among  the  foremost 
goals  at  the  economic  siunmit,  and  new  corporations  can   provide  them  --  while 
strengthening  the  tax  base  at  the  same  time. 

A  prime  example  of  this  is  BMW's  decision  earlier  this  year  to  move 
production  facilities  from  Bavaria  to  South  Carolina.  The  more  BMWs  Mr.  Clinton 
attracts,  the  stronger  the  U.S.  economy.  No  matter  how  you  do  the  math,  the 
amount  of  direct  taxes  gained  from  corporations  is  much  less  important  than  the 
benefits  derived  from  their  activities  and  presence.  Initial  investments  in 
research  and  development  are  also  promising;  compeinies  do  research,  and  then 
ild  factories. 

The  issue  for  the  summiteers  therefore  is  not  whether  the  U.S.  should 
tolerate  multinational  corporations,  but  how  to  attract  them.  The  rest  of  the 
world  has  the  capital  the  U.S.  needs  to  make  its  economy  go.  Attracting  foreign 
multinationals  is  also  helpful  in  the  case  of  another  bugaboo  Mr.  Clinton  may 
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choose  to  worry  about,  the  trade  deficit.  The  more  products  the  U.S. 
manufactures  internally,  the  narrower  the  deficit.  The  basic  corporate  tax  is 
also  an  issue  here.  It  would  be  a  major  policy  mistake  for  the  new 
administration  to  surrender  U.S.  advantages  through  an  ill-conceived  tax  hike 
at  the  corporate  level. 

If  he  raises  taxes  that  hurt  foreign  multinationals,  Mr.  Clinton  will  find 
himself  competing  against  countries  that  have  lowered  taxes  for  those 
companies.  Some  countries  waiting  to  take  U.S.  business: 

--  Ireland,  which  has  for  years  enticed  foreign  corporations  through 
extremely  favorable  tax  treatment  with  the  aim  of  creating  jobs  and  revenues. 

--  Switzerland,  which  keeps  business  through  major  tax  incentives  on 
investments  of  domestic  and  foreign  corporations.  (These  incentives  are  so 
strong  that  many  Swiss  companies  have  stayed  home  despite  record  labor  costs.) 

--  Germany,  which  offers  major  incentives  (a  subsidy  of  as  much  as  50%,  by 
some  measures)  to  companies  settling  in  eastern  Germany.  Without  these 
incentives,  the  eastern  German  economy  would  have  no  chance  to  survive  or 
compete.  The  irony  of  these  incentives'  success  is  that  eastern  Germany  is 
-owing  (from  a  small  base),  while  western  Germany  is  mired  in  recession. 

Trade  retaliation  is  also  a  danger  under  the  likely  Clinton  program.  One  of 
the  ideas  floating  around  is  to  impose  levies  on  foreign  corporate  revenues, 
rather  than  profits.  The  German  government  has  already  said  that  if  these 
suggestions  go  into  effect,  subsidiaries  of  U.S.  firms  in  Germany  will  be 
"punished"  in  the  same  way. 

Speaking  more  generally,  there  is  a  way  for  Mr.  Clinton  to  have  his  cake  and 
eat  it  too  --  to  raise  taxes  on  the  rich,  give  relief  to  the  middle  class,  and 
help  the  economy  grow.  It  is  to  cut  the  capital  gains  tax  to  15%.  (Such  a  cut 
would  work  well  only  if  the  new  tax  law  set  a  holding  period  of  six  months,  or 
one  year,  rather  than  the  onerous  five-year  period  proposed. )  Even  though  I  am 
usually  a  supplysider,  I  would  argue  in  this  case  that  Mr.  Clinton  raise  the 
top  marginal  rate  on  personal  income  to  36%,  or  even  40%  —  but  only  if  he 
lowers  investment  cost. 

To  stimulate  and  not  to  discourage  should  be  the  Clinton  philosophy  toward 
corporations  and  individual  investors  alike.  The  campaign  is  over;  it's  time  to 
implement  realistic  policies. 

Mr.  Thieme  is  chairman  and  CEO  of  American  Heritage  Corp.,  a  New  York-based 
mutual  fund . 
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Los   Angeles   Times.    Novefliber    17,    1992,    Page   One 


Doubts  Greet  Proposal 
to  Dun  Overseas  Firms 


By  JUBE  SHIVER  Jr. 

TIMLb  kTA»F  WMIUR 

WASHINGTON -One  of  the  linch- 
pins ot  Presideni-elect  Bill  Clinton's 
economic  revival  plan— a  proposal  to 
extract  billions  of  dollars  in  taxes  from 
foreign  companies  doing  business  in  the 
United  States— IS  drawing  skeptical 
reaction  as  evidence  surfaces  that  cur- 
rent collection  efforts  are  yielding 
small  gains 

By  closing  loopholes  and  instituting 
more  vigorous  enforcement.  Clinton 
has  said  he  believes  that  the  federal 
government  can  raise  as  much  as  $45 
billion  over  four  years  from  foreign 
companies,  which  uke  in  nearly  $1 
trillion  in  revenue  annually 

But  while  a  number  of  foreign  corpo- 
rations pay  little  or  no  taxes  in  the 
United  Stales,  many  experts  believe 
that  Clinton  vastly  oversutes  the  pos- 
sible revenue  that  can  be  gained  from 
tougher  enforcement  of  tax  laws. 

In  addition,  some  economists  worry 


that  cracking  down  on  foreign  compa- 
nies could  lead  lo  reuliation  against 
US.  firms  doing  business  abroad.  These 
experts  note  that  the  tax  debate  comes 
amid  fast-nsing  tension  between  the 
United  Suies  and  some  of  its  trading 
partners. 

In  one  high-profile  case.  Japan's 
Matsushiu  Electric  Industnal  Co..  the 
nation's  largest  consumer  electronics 
concern,  said  Tuesday  that  it  has  signed 
an  agreement  with  the  Internal  Reve- 
nue Service.  The  settlement  is  one  of  a 
handful  of  accords  that  the  agency  has 
recently  negotiated  to  try  to  ensure 
that  foreign  companies  pay  their  lair 
share  of  US  taxes 

Most  economists  agree  that  many 
foreign  companies  camouflage  their 
profits  by  manipulating  the  price  of 
goods  sold  between  overseas  parents 
and  their  US  operations  They  accom- 
plish this  mainly  though  transfer  pnc- 
ing. "  the  amouni  that  a  company 
charges  its  affiliates  for  products  or 


servce.-  When  I' S  subsidiaries 
pai  -..irr.cr  prices  lo  ihe  parent. 
•..ie:r  -.a.viDc  V  S  income  is  re- 
yjci  3.:  ■..le  prof:',  of  the  over- 
sea; pa.-en-  — a.'-.ic.'-.  i!  exempt  from 
'.  J  '.ixe?— -:.=?.- accordingly 

B.:  'cree-  companies  have 
oee-  .sjtce.'-'.;!;.  c.'iinenging  In- 
terna. F.f.  er.-e  Service  efforts  to 
co;.ec'.  lixe;  alleged:,  lost  to 
■.rar..«fer  or.c—g  jcme  e.xperu  sa.v 
Anc  Diner?  .li.irr:  thai  even  if 
!cre:tn  cora:,ri:,or.s-  paid  the  same 
".a.\  raie  a-  V  i  companies,  the 
Presider-.-eiec-.  s  arithmetic  still 
ioe?r. '.  ac-  jp 

"H:5  prorc-.ior.  of  some  $40  bii- 
.;or  .r.  '.ix  :i.:ec".ions  from  foreign 
corr.panie;  .=eems  wildly  exagger- 
a-.ei  Je'!re>  E  Garten,  senior 
acv.ser  '.c  BlacKSione  Group,  a 
.\eu  YorK  ir.vesiment  firm,  wntes 
i-  i.ie  jpcommg  issue  of  Foreign 
.Affair?  qja.-.erly  Garten,  who  is 
i'.ic  i  professor  at  Columbia  L'ni- 
vers:tv  =  Graduate  School  of  Busi- 
ness, adds  The  President-elect 
s.nouid  rethinK  his  policies  on  this 
fron:  " 

Ir  1999.  -.he  U  S  Treasury  re- 
por.ec  ..-.a:  L'  S  -owned  companies 
pa^c  iOS'^t  of  their  annual  $7.8 
tr  lion  in  revenue  in  corporate 
:ncome  tax  Foreign-controlled 
corrpanies  ir  t.he  US  paid  0  64%  of 
.ne:T  $9i3  oillion   in   revenue    If 


foreign  corporations  were  to  pay 
the  same  rate  as  US  firms,  the.v 
would  give  the  federal  government 
about  $168  billion  over  four  years, 
about  $28  billion  short  of  Clinton  s 
projecuons. 

Another  government  study  re- 
portedly found  that  the  IRS  had 
only  limited  success  in  recovenng 
additional  taxes  in  transfer  pricing 
cases  involving  foreign  companies 
that  had  appealed  their  cases  with 
the  agency  From  1987  through 
1989.  the  government  got  only 
26  5^c  of  the  $757  million  it  sought 

"I  don  t  think  we  are  dealing 
with  foreign  companies  that  are  tax 
cheats."  said  Aaron  Rubinstein,  a 
partner  at  the  New  York -based 
accounung  firm  KPMC  Peat  Mar- 
wick,  which  has  prepared  a  study 
on  the  issue 

Like  many  tax  experts.  Rubin- 
stein contends  that  most  foreign 
corporauons  doing  business  in  the 
United  Sutes  already  pay  higher 
tax  rates  in  their  own  country  than 
ihey  do  here  Thus,  he  asks.  Why 
would  a  company  coming  from  a 
high  tax  junsdiction  shift  (profits 
there)  from  a  relatively  low  tax 
junsdicuon '  such  as  the  United 
Slates?  "It  s  a  zero-sum  game" 

While  the  transfer-pncing  de- 
bate rages,  the  IRS  has  proposed 
several  new  regulauons  aimed  at 
wresting  more  U'xes  from  foreign 


companies,  including  a  plan  that 
would  restrict  the  ability  of  foreign 
banks  to  uke  an  interest  deduction 
for  Its  U.S.  real  estate  loans 

But  the  tax  efforts  have  touched 
off  a  firestorm  of  cnticism. 

Bniain  s  ambassador  has  report- 
edly complained  to  Clinton  aides 
that  US  taxes  paid  by  Bntish  firms 
are  proportionateh  more  than  the 
amount  US.  firms  pay  in  Britain 

The  taxauon  director  of  Barclays 
Bank  flew  to  the  United  Sutes  late 
last  month  to  personally  complain 
to  IRS  officials  thai  'an  increas- 
ingly hostile  tax  environment  is  at 
least  one  cause  for  |the|  gathering 
withdrawal  of  Bntish  banks  from 
the  US  "  The  official.  David  EI- 
vidge.  noted  that  US  operations  of 
Bntish  banks  have  assets  of  $56 
billion  and  employ  7.250  people 

"This  dispute  is  likely  to  exacer- 
bate relations  with  companies  and 
foreign  counines  at  a  time 

when  we  are  stil!  lery  dependent 
on  investment  from  abroad. "  said 
William  Nifkanen.  chairman  of  the 
CATO  Institute,  a  policy  research 
group  in  Washington  "The  only 
conditions  under  which  it  pays  for 
a  foreign  corporation  to  shift  iheu- 
taxes  to  their  home  country  is 
when  theu-  own  tax  rates  are  lower 
than  the  U.S..  and  thats  a  very 
rareociurrence  " 
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The  economic  plans  that  won  BUI  Clinton  the  presidency  include  a 

*  program  to  raise  business  taxes  by  $58  billion  over  the  next  four 
yecus.  That  progrjun,  in  its  early  forms,  dep>ended  heavily  on 
collection  of  an  estimated  $45  billion  in  additional  tax  revenue 

•  from  foreign  corporations  doing  business  in  the  VS.  The  specifics 
of  Mr.  Clinton's  proposal  are  likely  to  change  -  perhaps  he  will 
discuss  them  with  the  other  wise  men  who  attend  his  economic  summit. 

•  But  whatever  the  shape  of  the  final  foreign  tax  proposal,  the 
president-elect  might  like  to  consider  another  side  of  the  same 
policy:  its  costs  to  our  own  economy. 

*  Historically,  U.S.  earnings  of  corporations,  whether  foreign  or 
domestic,  generally  have  been  treated  equally  under  U.S.  tax  law.  We 
have  entered  into  treaties  to  ensvire  equitable  tax  treatment  across 
international  boimdaries,  as  well  as  to  protect  US.  citizens  and 
businesses  from  double  taxation. 

Now  Mr.  Clinton  apparently  seeks  to  exact  harsh  enforcement  of 
the  tax  law  with  respect  to  certain  corporations  just  because  they 
hapf)en  to  be  owned  by  investors  from  other  countries.  The  owners  may 
not  vote  in  U.S.  elections,  but  their  customers,  employees  and 
suppliers  do.  In  our  increasingly  global  economy  this  is  a  large  and 
growing  populatioit 

*  Tax  enforcement  that  singles  out  foreign  businesses  operating  in 
the  \JS.  will  attack  a  segment  of  the  U.S.  economy  that  has  created 
many  jobs  and  shown  impressive  productivity  growth  over  the  past 
several  years.  In  1988, 3.8  million  IJS.  workers  were  employed  by 
foreign-owned  firms.  In  two  years,  the  number  increased  by  more  than 

•  22%.  In  1990,  non-bank  US.  affiliates  of  foreign  companies  employed 
more  than  4.7  million  Americans.  They  accounted  for  ixearly  5%  of 
employment  by  businesses  in  the  U.S. 

Workers  in  foreign-owned  companies  are  not  particularly 
low-skilled  or  concentrated  in  menial  service  occupations.  Nearly 
half  of  tiiese  workers  hold  jobs  in  various  manufacturing  indtistries; 
a  quarter  are  in  wholesale  and  retail  trade.  In  1988,  compensation 

*  of  workers  in  manufacturing  firms  owned  by  foreign  affiliates 
averaged  $33,700  a  year;  in  that  year,  the  average  annual 
compensation  of  U.S.  workers  employed  by  U5.  parent  companies  in 
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all  industries  was  $32,900.  In  1989,  hourly  earnings  of  workers 
employed  by  VS.  affiliates  of  Japanese  firms  in  25  major 
manufacturing  industries  averaged  $11.52;  this  was  r\early  10%  higher 
than  the  comparable  average  wage  for  all  of  US.  manufacturing  that 
year. 

Foreign-owned  affiliates  are  located  throughout  the  U.S.,  but 
with  higher  concentrations  of  employees  in  some  regions  than  others. 
For  example,  in  1990,  14%  of  Delaware's  employees  had  jobs  with 
foreign-owned  affiliates,  nearly  three  times  the  natiorial  average. 
Other  states  with  a  higher-than-average  proportion  of 
foreign-affiliate  employees  include  Hawaii,  South  Carolina,  Alaska, 
New  Jersey,  West  Virginia,  North  Carolina,  Georgia,  Maine  and  New 
Hampshire.  The  states  with  the  largest  numbers  of  workers  employed 
by  foreign  firms  are  California,  New  York,  Illinois,  Per\nsylvania 
and  Ohio.  Each  of  those  five  states  has  more  than  200,000  employees 
working  for  foreign-affiliated  biisinesses. 

Foreign  companies  that  invest  in  the  U.S.  make  direct 
contributions  to  the  economic  health  of  this  country.  Between  1977 
and  1988,  these  companies  doubled  their  contribution  to  US.  gross 
output,  sales,  and  research  and  development  expenditures.  In  this 
period,  the  gross  product  of  U.S.  affiliates  of  foreign  companies 
grew  nearly  four  times  as  fast  as  did  all  U.S.  manufacttiring 
establishments. 

The  increase  in  manufacturing  output  probably  reflects  the 
foreign-owned  affiliates'  relatively  greater  degree  of  investment  in 
technology  when  compared  with  all  U.S.  manufacturers.  These 
companies  doubled  their  payments  for  royalties  and  license  fees 
between  1986  and  1989,  and  spent  more  on  R&D  per  dollar  of  gross 
product  than  did  domestic  manufactxirers.  In  1987,  foreign  affiliates 
spent  7.6%  of  gross  output  on  R&D,  compared  with  6.5%  for  domestic 
companies. 

By  world  standards,  the  U.S.  has  been  and  remains  the  single 
largest  recipient  of  foreign  direct  investment.  At  the  end  of  1990, 
the  US.  inward  stock  of  investment  was  almost  $400  billion,  nearly 
double  that  of  the  second  largest  host  coimtry  (the  United  Kingdom). 
However,  in  terms  of  the  proportion  of  the  world  stock  of  private 
investment,  the  US.  share  declined  to  24.2%  of  total  world  outward 
investment  in  1990  from  26.8%  in  1989.  Europe  and  Japan  have 
increased  their  proportional  shares. 

Targeting  tax  enforcement  on  foreign  investors,  because  they  are 
foreign,  will  burden  a  part  of  the  economy  that  has  been  a  source  of 
employment  and  productivity  gains.  It  may  accelerate  the  recent 
trend  of  foreign  investors  to  look  outside  the  US.  for  investment 
opportunities.  It  also  will  signal  a  departure  from  traditional 
notions  of  equity  and  impartiality  in  tax  policy,  and  will  cle<irly 
be  an  invitation  to  retaliation  firom  our  main  tax  treaty  partners. 
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These  countries  undoubtedly  would  like  to  receive  more  revenue  from 
VS.  companies  operating  in  their  jurisdictions. 

It  is  well  to  consider  who  will  actually  be  paying  the  price  of 
these  new  tax  policies.  The  Clinton  proposal  can  be  applied  only  to 
income  subject  to  US.  tax  laws  —  that  is,  income  somehow  coimected 
to  the  U.S.  Most  of  this  income  will  accrue  to  foreign-owned 
companies  located  in  the  US.  that  sell  their  products  and  services 
here.  Since  corporations  in  the  U.S.  always  have  the  option  of 
raising  prices  to  cover  costs,  much  of  the  actual  incidence  of  the 
new  taxes  most  likely  will  fall  on  U.S.  consumers. 

Rising  a>sts  due  to  increased  taxes  presxunably  will  affect  sales 
and  profits,  and  may  well  induce  some  foreign  compaiues  to  cut  back 
their  operations  in  ttie  US.  They  can  do  this  by  reducing  their 
purchaises  from  suppliers,  most  of  which  will  be  other  US. 
businesses.  They  can  also  lay  off  current  workers  or  dedde  not  to 
expand  as  rapidly,  postporiing  the  hiring  of  new  workers. 

Workers,  commimities,  businesses  and  consumers  in  the  U.S.  will 
be  paying  the  price  of  the  increased  taxes,  not  the  proverbial  "man 
behdnd  the  tree."  Mr.  dintort,  of  course,  needs  revenue  from 
somewhere  to  support  his  programs.  Not  having  a  clear  statement  of 
principle  as  to  who  should  be  taxed  and  why,  he  reverts  to 
prejudice.  In  this  case,  ttie  enemy  is  iu)t  just  the  "foreigner."  The 
enemy  is  all  the  people  who  buy  from,  work  for,  serve  and  supply 
foreign-owned  US.  compaiues;  the  enemy  is  us. 

Ms.  McLeiman,  an  attorney  in  McLean,  Va.,  specializes  in 
international  tax  law. 

Eiul  of  Story  Reached 


252 


wall  Street:  Journal.  November  11,  1992,  Page  A12 


LlirUons  tconomic  t^roposaL  taces  trobiem: 
Taxes  of  Foreign  Companies  Wont  Meet  Goal 


By  (ties  Waituimi 

stmt}  KMWtrtmr  •/  Tl«  Wau.  St«kvt  Jouswai. 

WASHINCTON  -  Tne  lolcnul  Revenue 
Semce  I  lliniled  ucceu  in  squeeanf  id- 
dittoul  lu  doltan  trom  loreign  corpon- 
tkiiu  has  nised  senous  doubu  atmul  one 
o(  the  cnDuJ  underpinmng]  ol  President 
elect  BUI  Ouiion  s  economic  plan. 

Mr.  CUnion  has  said  he  can  mse  as 
much  as  MS  bdlion  over  four  yean  by  more 
vigorously  rn(orcin(  ine  tax  laws  agunsi 
foreign  companies.  But  Uie  [RS  t>efan  sucti 
an  enlorcement  effort  several  yean  afo. 
and  Its  poor  success  rate  to  date  sunests 
that  Mr  Clinton  may  find  it  impossible  to 
oome  even  close  to  his  p>al. 

"There  IS  no  way .  no  chance,  none,  zero 
tail  you  are  {ouif  to  get  MS  billion. '  Fred 
Goldberf .  the  Treasury  I>parunent's  as- 
sistant secretary  for  tai  policy,  told  a 
group  of  tai  experts  lo  San  Oiego  earlier 
Uus  week.  The  money  is  jusi  not  there." 
OtS's  EBofts  Ctted 

To  be  sure,  the  IRS  has  tried.  Just 
yesterday.  .Mirsartlta  Qectne  ladnstrUJ 
Co.  said  It  had  signed  a  pricing  agreement 
with  the  DtS  -  one  o<  a  handful  of  such 
actortli  recently  negoQaled  by  the  tax 
ooUector  to  try  and  ensure  foreign  arnipa- 
nies  pay  their  lair  share  The  IRS  also 
has  oiDDosed  new  retulioons  that  conceiv- 
ably could  help  the  government  wrest  more 
In  taxes  from  foreign-owned  companies. 

But  so  far.  such  efforts  have  yielded 
relatively  little.  Even  supporten  of  Mr. 
Qinton  ]  pledge  to  be  tot^her  on  foreign 
companies  doubt  that  he  can  come  up  with 
all  the  money  he  says  he  can.  given  the 
IRS's  track  record  in  this  area.  "I  don't 
think  he  s  going  to  get  anywhere  near  tlO 
biUion  a  year."  says  James  Wheeler, 
a  professor  of  accounting  at  the  University 
of  Michigan  s  business  school. 

The  issue  is  cnucally  unportaot  for 
Gov  CUnton.  who  ambltlausly  promised 
during  the  electloo  campaign  that  he 
would  institute  a  number  of  cmtly  new 
programs,  bnng  down  the  budget  denat 
and  cut  taxes  for  the  middle  class,  all  at  the 
same  tune.  In  campaign  appearances,  the 
Arkansas  governor  repeatedly  said  that  to 
do  this,  he  would  have  to  raise  taxes 
only  on  wealthy  people  and  foreign  corpo- 
rations. 

The  MS  billion  he  said  he  would  ralie 
from  foreign  corporations  accounts  for 
about  VPt  of  his  total  increase  in  taxes.  U 
that  money  fails  to  maienallie.  it  will 
greatly  increase  pressure  on  the  new  presi- 
dent to  either  sharply  reduce  his  spendUig 
programs,  increase  the  deflat.  or  nue 
other  taxes. 

Mr  Ginton  s  plans  rest  largeOr  on 
tapping  into  an  area  known  as  "tranrier 
pricing. '  whicn  refers  lo  the  amount  that  a 
company  charges  its  afflUates  for  products 
or  services. 

The  standard  for  such  exchanges  is.  oa 
Its  face,  simple  enough:  The  trantfer  pncc 
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II  suppoaed  to  be  arms  length"  -  thai  is. 
the  same  pnce  at  which  the  product  would 
have  been  sold  to  an  unrelated,  thlrd-ptrty 
buyer.  But  by  manip<ilanng  the  pnce  at 
goods  soM  between  aa  overseas  ptreot  and 
Its  domestic  openttoat.  a  company  can 
anUlaally  decrease  the  amount  at  loaxDe 
it  earns  on  U.S.  soil  and  lower  In  tax 
burden  to  Unde  Sam. 

When  It  suspects  such  an  ahuM.  the  IRS 
tries  10  go  in  and  collect  the  difference.  But 
companies -both  U.S.  and  torcltD- 
owned  -  have  been  chaUenfUlf  the  IRS. 
and  defeating  the  igtocy  ome  and  ifaln. 

A  study  oompleced  In  June  by  the 
General  AceouDtliig  Oflla.  for  example, 
found  that  a(  the  tranifcr-pnctat  cases 
involvuig  foragn  comptnia  thai  went 
through  the  IRS's  Inicnial  appcaJi  pnxss 
from  fiscal  19S7  tUough  IW.  the  gofcra- 
ment  came  away  with  only  SJ%  of  the 
total  t7S7  million  It  waa  iiitliii  Tte  GAO 
further  found  that  in  < 
at  the  eight  foreifD 
largest  prapoMd  naiftrpflcloc  a4tuR- 
ments.  the  IRS  won  lea  thanm  o(  what  It 
contended  It  was  owed. 

"We  have  not  done  well  on  Otat 
cases. "  aeknowledgn  Ellen  Murphy,  as 
aide  to  IRS  Commusiaoer  Shirley  Pctci^ 
son. 

When  maiten  have  gone  u  tar  as  the 
CDunroom.  the  results  also  have  haca 
running  agaUot  the  gmeiuuieiit  In  (ao. 
the  two  big  tramfer-prlcinf  cases  dtlgaied 
moat  receoUy.  bnomnc  Mack  4  Oo.  and 
a  Netdf  S.A.  iBlt.  were  dectded  com- 
pletely ui  the  taxpayers'  favor. 

Even  in  earlier  caaes.  where  the  court 
round  the  govenmeni's  poaidao  won 
cnr^uing,  compamea  "have  been  aMe  to 
peruade  the  ludgei  that  U  their  truster 
prices  weren't  correct,  they've  been  niy 
where  near  as  wmif  u  the  IRS  has 
caotended."  says  PhUlp  Morrtsoa.  who 
served  u  the  Treasury  Department's  in- 
temaoonal  tax  cnunMl  unol  June.  ttow. 


he  It  a  paitncr  la  Waahlnfton  with  the  law 
dm  o(  Baker  ft  McXenae.  la  UgM  or  that 
he  addL  "you  have  to  aak  yourseir'  how  a 
Cllnloa  admintstratka  couU  suddenly  ex- 
pect to  fare  much  better. 

Thai's  especially  true  given  that  Mr 
Olnloo's  advuen  have  indicated  privately 
that  the  presldent-eleci  doesn't  intend  to 
put  new  truafer-pnclng  laws  or  regula- 
doos  uito  place.  Mr  Wheeler  believes  that 
without  aa  overhaul  of  the  rules  on  the 
boocx.  the  IRS  isn  I  likely  to  be  more 
successful  In  transfer-pricing  cases,  even 
If  Mr.  (31nton  throws  more  resources  at  the 
proMem.  Far  his  part.  Mr.  Gotdherg  says 
hinng  nure  IRS  exanuncrs  for  transfer- 
pfletnf  caaei  would  actually  cause  the 
government  to  We  money  tor  three  yean 
while  they  were  being  trained. 
Wldopread  Cheadaf  Suspected 

Mr.  CUnton  I  promise  to  start  "crack- 
ing down  oo  foreign  companies  that  pros- 
per here  and  manipulate  tax  laws  u  their 
adraatage  "  has  been  a  source  o<  contro- 
versy ever  smce  his  economic  blueprint 
was  flnt  puWIihfd  In  June.  Some  law- 
raaken  and  a  few  acadenuo  ity  they  have 
Umc  douM  that  a  tremendous  amount  of 
cheating  by  foreign  corporations  goes  on- 
eren  (ar  more  than  Mr.  CUnton  thinks. 

But  many  more  eeonomists  uy  the  MS 
MlUoa  figure  Is  gready  meilifciwu.  Ms. 
Peienua.  the  IRS  eoamisaioaer.  told  a 
Houae  paod  earlier  this  year  that  the  "tax 
gap "  Oon  tnaaferprtdag  ahuies  by  for- 
eifB  oompania  la.  at  noat.  about  t3  billion 
a  year.  Sbt  alao  aakad  that  certau  tools 
Coogisai  baa gmn  the nu  In  recent  yean 
to  cooaai  the  problem  be  given  adequate 
Ume  o  work. 
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The  Econnm-t  St: ,  November  7,  1992,  Page  39 


Taxing  the  rich 


FOREIGN  companis  do  not  vote  in 
presidential  elections.  So.  when  the 
Oemocnts  needed  to  propose  at  least  one 
hefty  tax  increase  to  make  their  campaign 
promises  more  fiscally  respectable,  guess 
who  made  an  easy  target.  Now  Bill  Clin- 
ton has  won,  the  target  can  probably  relax. 

Finding  a  pretext  for  stiflier  taxation  of 
foreign  companies  was  not  hard:  accoun- 
tants toil  day  and  nighi  to  help  treasuieis 
book  profits  where  tax  rates  are  lowest, 
and  that  does  not  mean  America.  Clamp- 
ing down  on  such  abuses  of  transfer  pric- 
ing, claimed  Mr  Oinion,  might  be  worth 
enra  tax  revenues  of  $45  billion  over  fisur 
years.  Memben  of  the  House  of  Represen- 
lanves'  Ways  and  Meatu  Committee  be- 
gan bandying  round  an  even  higher  esti- 
maie  dunng  the  summer.  But  by  then  the 
Internal  Revenue  Service  (irs)  had  al- 
ready come  up  with  much  lower  figures  of 
its  own. 

It  found  that,  as  is  often  alleged,  for- 
eign-controlled companies  typically 
show  a  lower  return  on  assets  than  Ameri- 
can companies  (about  0.6%  compared 
with  Z.9%).  Even  assuming  that  as  much 
as  half  of  the  difiiuence  reflects  the  shift- 
ing of  profits  through  transfer  pndng  (as 


opposed,  say.  to  a  greater  proportion  of 
expensive  new  assets  on  which  mums 
must  be  earned),  and  assuming  that  all  of 
this  could  be  identified  and  disallowed, 
(he  I RS  suggested  a  yearly  revenue  boost  of 
S3  billion  might  be  something  of  a  coup. 
That  would  compare  with  a  total  tax  bill 
of  S5.g  billion  paid  by  fbreign-owned 
American  companies  in  1988,  the  latest 
year  for  which  published  letums  are 
available. 


■nnytl  need  the  fewipim 


The  Clinton  White  House  looks  un- 
likely to  push  for  anything  more  ambi- 
tkxis.  Many  fiweign  companies  are  job- 
CTcaton:  harsher  taxes  might  discourage 
them,  as  well  as  provoking  retaliation 
against  American  companies  overseas. 

A  government  keen  to  be  seen  boast- 
ing the  jobs  market  and  encouraging 
growth  ought  to  be  a  government  strongly 
in  £niour  of  inward  investment  Whether 
this  will  help  Bntish  Airways  to  buy  into 
USAir.  the  country's  fbur^-laigest  air- 
line, is  harder  to  say.  The  three  big  Ameri- 
can carriers,  who  oppose  the  deal,  hope 
Mr  Clinton  will  block  it  But  he  has 
hedged  his  public  position  so  carefully 
that  others  are  not  so  sure.  (Formal  talks 
on  the  regulatory  background  to  the  deal 
resume  on  November  lOih.) 

Nowhere,  though,  have  Mr  Clinton's 
skills  at  obfiiscation  been  more  apparent 
than  in  trade.  Here  ought  to  lie  the  biggest 
plus  for  fisreign  companies  operating  in 
America:  they  could  soon  find  themselves 
inside  the  North  American  Free  Trade 
Area.  The  leading  business  ciumpions  of 
NAFTA— bosses  like  American  Express's 
James  Robinson  and  Eastman  Kodak's 
Kay  Whitmore— are  confident  that  Mr 
Clinton  is  a  strong  nafta  man.  But  fiist 
Mr  Qinton  will  need  to  make  clear  that 
he.  and  not  the  new  Congress,  is  in  charge 
of  trade  policy. 


254 

National  RevlRw,  November  2,  1992,  Page  14 

Taxing  the  Golden  Goose 

IN  HIS  enterprising  search  for  new  tax  revenues, 
Bill  Clinton  has  stumbled  upon  a  $30-billion  gift 
from  Dan  Rostenkowski.  That  is  the  House 
Ways  and  Means  Committee's  estimate  of  the  extent 
to  which  foreign  corporations  "cheat"  on  their  U.S. 
taxes. 

Mr.  Clinton  has  swallowed  the  idea  that  foreign 
firms  routinely  "overcharge"  their  U.S.  subsidiaries 
for  parts  shipped  from  home  base  in  order  to  reduce 
their  reported  earnings.  Never  mind  that  the  IRS 
has  conducted  extensive  audits  of  foreign  firms  and 
come  up  dry.  Or  that  such  abuses,  if  they  did  exist, 
would  merely  shift  profits  to  the  home  country, 
where  tax  rates  are  generally  higher. 

Tax  "fairness,"  in  Clinton's  view,  requires  assum- 
ing that  foreign  companies  earn  money  on  their  U.S. 
operations  at  75  per  cent  of  the  rate  earned  by  their 
U.S.  competitors.  If,  for  example,  U.S.  computer 
manufacturers  averaged  a  10  per  cent  profit  on 
sales,  a  foreign  computer  maker  selling  $100,000 
worth  of  computers  would  be  forced  to  declare  profits 
of  at  least  $7,500,  whether  the  company  actually 
made  money  or  not. 

But  Governor  Clinton  balances  his  attack  on  for- 
eign investment  with  an  attack  on  U.S.  investment 
abroad.  Foreign  subsidiaries  of  U.S.  firms  would  no 
longer  be  allowed  to  defer  taxes  on  foreign  profits 
that  are  reinvested.  Mr.  Clinton  apparently  thinks 
that  the  best  way  to  keep  U.S.  capital  in  the  U.S.  is 
to  limit  profit  opportunities  abroad  rather  than  in- 
crease opportunities  at  home.  Messrs.  Smoot  and 
Hawley  would  have  agreed. 

The  U.S.  economy  benefited  irom  a  record  inflow 
of  foreign  capital  during  the  Eighties;  millions  of 
Americans  owe  their  jobs  to  foreign  entrepreneurs. 
Profit  rates  for  foreign-owned  operations  in  the  U.S. 
are  indeed  lower  than  for  comparable  domestic  in- 
vestment, but  this  reflects  the  enormous  costs  of 
starting  operations  in  a  foreign  coiintry — ^not  tax 
cheating. 

The  CUnton  people  know  all  this.  Their  "plan"  for 
foreign  investment  is  protectionism,  pure  and  sim- 
ple. But  it  is  hard  to  see  which  special-interest 
groups  will  benefit.  Not  American-owned  operations 
abroad,  which  would  rightly  fear  retaliation;  and  not 
the  about-to-be-unemployed  Americans  currently 
working  for  foreign  companies. 
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New  York   Times,    October   24,    1992,    Page  A9 


Corporate  Taxes 

Clinton  Seeks  Taxes  on  Hidden  Profits 


By  JOHN  H.  CUSHM  AN  J  r 

SfBt>^t»l«rNr«  Tnt  liar. 

WASHINGTON.  Ori  21  -  Gov  Bill 
Oinion's  profiosal  to  rollrri  billions  of 
dolLirs  in  laxrs  owed  by  forriftn-ron- 
irollcd  companies  would  lap  inio  one  of 
ihe  nrhrsl.  but  also  one  of  ihc  moM 
elusivr.  poicniial  sourcT^  of  new  rrvc- 
nuF  available  lo  the  Govcmmcni 

By  aftgrrssively  enfomnK  rxtsiinfi 
tax  taws,  ihe  Drmorrai  would  snip 
HMemaiKmal  corporaiions  from  avotd- 
mft  taxes  by  shifiinic  ihetr  profits  over- 
seas. He  says  he  couki  raise  $45  billion 
this  way  in  four  years  If  his  fifture  is 
wronfL  one  of  the  pillars  of  his  plan  lo 
rui  the  Federal  defirii  will  be  seriously 
undermined. 

Mr  Clinton's  proposal  (s  reniral  to 
his  dtspuie  with  Prcsideni  Bush  over 
whether  a  Clinton  Adminisi  ration 
would  have  lo  raise  mriMne  taxes  on 
mtddtemrome  voters  Mr  Clinton  says 
murh  of  the  revenue  he  plans  to  colleet 
would  come  from  rorporations. 
SMfHiic  Profits  Overveas 

At  issue  IS  a  devirr  used  by  rompa- 
nies  thai  operate  both  in  the  United 
States  and  abroad  By  paying  mflated 
prices  for  produc  ts  purrhascd  from  its 
overseas  unit,  a  domestic  company  can 
amftnallv  inflate  its  rtms  m  the  Unit- 
ed Stales,  whirh  lieeps  its  profits  —  and 
therefore  us  taxes  —  m  this  country  to 
a  mmtmum. 

Uitder  mtemaiional  tax  rules  this  is 
illegal  Kven  related  companies  are 
supposed  to  price  their  iransartmns  as 
if  they  were  unrelated  Bui  it  is  not 
easy  (or  tax  auditors  to  prove  vnla- 
lions 

The  Oimon  campaign  pomts  out  that 
m  ISW.  (oretgn-eocu  rolled  domest  »c 
corporations  louk  in  S82S6  bilinn  in 
receipts  but  kept  pmfiis  low  enouf:h 
thai  they  paid  only  %i  H  billHin  in  taxes. 
Mr.  Clminn's  program  promises  lo  in- 
crease ihe  lax  collections  from  these 
rompanies  by  %4i  billion  tivrr  a  four- 
year  period. 

Hts  advisers  say  that  ihat  ts  a  rela- 
tively modest  larfget  and  thai  they  seek 
only  lo  rolleci  what  is  due  under  exist- 
inft  laws 

Criticv  includin|>  flush  Adminisira- 
iion  officiaU.  arfEue  thai  Mr  Clinton's 
Koal  IS  luo  amhiiMius  and  ittal  colleci- 
tnf>  more  taxes  would  discourage  for- 
eign invesimeni  in  the  United  Stales 
Rut  11  IS  hard  (or  the  AdminiMraiion  io 
cniKiie  Mr.  Clinian's  proposal  tuo 
stmnKly.  since  the  Internal  Revenue 
Si'rvice  IS  already  pushmft  hard  to  t-ol- 
le«  I  mure  of  these  taxes 

XMics.  Tm^  W«rid  Benefit 

l£ven  before  it  became  a  matter  of 
l*resKjeniia)  poliiKs.  Ihe  problem 
v-exi-d  tax  ufdcials  set^iriK  better  en- 
forcement methods  Lciti-slaiion  intro- 
duced this  vrai  proposed,  in  effect,  tu 
set  a  minimum  lax  on  the  business 
dum-  hv  inieiiuiiMNul  (ompiintes  And 
ihr  Inifin^l  Rrvcnue  Service  has  pn»- 
pfisrd  ii-KulaiMinN  addiessinK  huw  in- 
lan^ibles     hke     software     should     he 

piM  Itl 

Uuth  ih4-  iTKisLiiHin  and  Ihc  rei;ul;i 
iKm*.  have  met  wiih  irMsiame  from 
luteiKn  n:iiMm\  and  liom  <ampantrs 
Ihat  faviN  the  Malu.\quii  bui  uthei  new 
a|ipr(i.iH-hi-\.  Iiki-  arlMiraiHin.  are  pel- 
linK  lavurabk-  leatliun 

Meanwhile,  mhih'  aspii  is  of  Ihe  (  Im 
iim  pm^iam  are  rarrlv  if  r\*rr  men 
iMmed  thai  ii  wtuld  presumalilv  alMt 
im  lease  lax  MHIetHtms  un  American 
iiim|Miiiev  ihal  IIM*  the  samt-  irnk  lu 
•Jiield  iHofitv  fiiiffl  idxaiiun.  .ind  that 


Foreign  Companies: 
Kooplns  Proflls  Low 

ProM  or  Ion  M  a  paraanaga  of  Mtf 
•alaa  for  US.  and  toralgn- 
itntM 


U.S. 


the  stales,  too.  would  reap  billmns  of 
dollars  If  the  plan  was  carried  throui^h. 

Many  tax  experts  believe  that  Mr 
Clinton  IS  onto  an  impnrtani  idea,  al- 
itmuf^  Ihe  exact  amount  he  claims 
could  be  collected  cannot  be  confirmed. 

The  curreni  system  of  enforcing  the 
tax  laws  "is  close  io  beinft  broke."  said 
Gary  C.  Hufbauer.  a  tax  expen  ai  Ihe 
Institute  for  Iniemainnal  Economics. 
"And  there  is  Krowinf*  revenue  tn  them 
hills." 

CouU  Affcci  U^  Companlri 

bven  if  Mr  Clmton  rxaiuterates  the 
amount  to  be  collected  from  foreiRn 
companies  domft  business  in  the  United 
States,  the  same  lax  scheme  X  often 
used  hv  American  companies  shifttfif; 
pmfiis  io  overseas  subsidiaries,  and  if 
Ihe  t  rackduwn  extends  to  them,  the 


A  plan  to  get 
more  tax  revenue 
out  of  foreign 
companies. 


Clinton    campaiiut's    revenue    larKet 
miRht  well  be  arhievabk- 

Because  tax  avoidance  is  by  defmi 
linn  hidden,  it  is  excepdonally  difftcull 
to  esiimaie  how  much  money  mighi  be 
availabk-  from  furciftn-owned  rompa 
nies  rhe  I  aniceur  estimates  runs  from 
S3  billion  a  year  to  %M  billtnn.  wiih  the 
Clinion  |»nii»sa)  assuming  ihai  ihe 
iruih  lies  somewhere  in  the  middk- 
*Muge  Amounts  of  Money* 

The  I'irsideiii  has  repeatedly  said 
!  Ml  Clinton  plans  lo  increase  laxes  hy 
:  SIM  iHllKn  in*er  four  years,  an  .imiiuni 
thai  Ml  Bush  says  tiiuU  hardiv  he 
colki  icnl  by  taxing  only  wealthy  iiidi 
vtdiials  In  fart,  the  Cliniim  economic 
I  plan  |>rnpuses  lo  colleri  S9I  7  billKm 
I  Imm  wealthy  individuals,  plus  $.SH  :i 
j  IhIImhi  hy  "rloMnf*  i-ui|Hirai<-  kxjp- 
hiik^s."  im  ludiii^  lax  .ivotdanre  by  for- 
I  eicii-itwnfd  <  umiianies 
I  lliuuKh  enfttri  ini:  tax  laws  im  <  orpit- 
!  i.iiHms  H-duld  sei-m  i»  Iv  a  pi»lit*cally 
i  appi-.tliiiK  pi>lH  y.  the  Clininn  i  .imp  ha: 
ii-videnilv*i(i  ided  ii>f(H'UMisiamp.iiKn 
[  promises  toi  f«irei|(n  tt»mpanies.  whuM* 
.owner-,  have  Irvs  poliiHal  c loul 


Many  states  base  their  rorpomle 
taxes  OT  how  much  a  company  onras 
the  Federal  (iovernmeni  If  it  ts  true 
Hut  forriRn-owncd  companies  are 
avoiding  S30  htllton  a  yrar  in  Fctteral 
laxes.  Ihe  states  are  probably  missing 
(HJi  on  $7  billtun  a  year  —  more  than  the 
annual  Federal  aid  to  the  states  for 
mas-s  iransn  proKrams. 

"Titis  IS  probably  the  larf>esi  single 
fiscal  problem  in  the  Unned  SiaK*s." 
said  l>an  Bucks,  executive  director  of 
Ihe  Muliisiaie  lax  (4immis.Mon.  a  non- 
partisan orKaniratmn  of  19  state  tax 
afieories  "I  don't  know  of  any  other 
issue  lhai  involvrs  such  hu^  aimnOTis 
of  money." 

The  S30  ImI1n«i  estimate,  first  pub- 
lished hy  Ihe  Hfiu.se  Ways  iind  Means 
<Ammitiee.  ls  tlesri  ihed  liy  a  <  ommii- 
tee  staff  member  as  a  reliable  "ball- 
park" fiKurr,  It  was  based  lai  testimo- 
ny hy  an  l.lt.S  offiiial  who  had  nna- 
lyzed  daia  on  profits  of  mternatiunal 
ttimpanK-s  Ihi-  sampluiK  shmtn-d  that 
foreign-cant ntlled  drnipantes  <unsis- 
tenilv  re|H>ned  far  k>Ns  pnrfii  ihjin  do- 
mestic companies  cnKaKCd  in  com|M- 
ralile  businesses  The  off  km  I  i  ak  ukit- 
ed  whai  tax  would  lie  imrd  if  profits 
were  comparable. 

WMely  Arrepied  tMlnuir 

Nm  only  Cunpn>vsHin;il  Itemoirals. 
but  many  RrpublHan  lawmakers,  m 
<  hidmc  Senaim  Jesse  Helms  of  North 
Carolina.  Represent  aiive  Duncan 
Huntci  of  (alifumbi.  and  Senatttr  Al- 
funse  M  O'Amaiu  of  New  York,  have 
accepted  ihe  $.10  billmn  figure 

Sub%e(|ueni  studies  tiy  sdMklars  and 
occoumants  have  suKjtesied  lhal  Ihe 
lower  profits  reporii-d  bv  foreiftn  com- 
panies an-  doe  Uii|-.tl\  in  "inraMent" 
fa4  tors  like exchanei-  lalt  llti-  i>i.«iions. 
effiuis  lo  im  rease  mark*i  vt^iic-  ami 
different  es  tn  the  histitrM  .il  :h-(  luntini: 
l(ti  depret  MlH«i  of  ass4-ls 

I  vcn  «4i.  lax  Notes  International,  a 
respected  trade  publicaituii.  reported 
that  Ihe  I'niird  Staii-s  lax  C»airt  is 
turiently  timsiderinic  disputes  in 
whu  h  the  I  R  S  is  claimiiiK  thai  United 
I  States  and  foM-ittn  i  om|^■^H•s  trwc  S32 
I  IhIImni  iKH^auM-  of  inipru|ier  profit  shift 
'inc 

Andin  IHkSakmi-.the  I  K  S  pioposed 

tax  ad)usimenis  ul  SSOO  million  .iKamsi 

'loieit:n     «-iiiiip,inies     jnd     S4     hillMin 

aKain<>i   Arm-ritan  tomfiamcs  for  ihiN 

kmd  III  I.1X  avuHlaiMi- 
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THE  AD  CAMPAIGN 


CUnton:  Attacking  Policy  on  Foreign  Businesses 

The  Clinton  campaign  began 
broadcasting  this  30-second 
comnnercial  In  select  markets 
yesterday  The  campaign 
refused  to  give  specifics  about 
wfiere  it  will  appear 


ON  THi  SCMEN  Opens  with 
black  letters  on  a  white  screen 
as  the  announcer  says,  "This  is 
the  $825  billion  question  ' 

Cuts  to  video  of  foreign  cars 
rolling  off  tfie  boat  after  ship- 
ment. These  words  appear  on 
bottom  of  tf>e  screen:  "Foreign 
corporations  in  U.S.  took  in  $825 
billion  IRS  Bulletin.  4/8/92.' 

Cuts  to  dime  rollir>g  Cuts  to 
video  of  President  Bush 
speaking,  with  these  words 
superimposed:  'Supports  tax 
kxjpholes  for  foreign  companies 
here.'  then.  'Attacks  Bill  Clinton 
for  wantir>g  to  close  them.  Bush 
speech.  8/27/92.' 

Warm  images  of  Mr  Clinton 
and  Senator  Al  Gore 

White  letters  on  a  black 
background:  "Clinton/Gore.  For 
People  For  a  Change." 


TOmaON  SCMPr  Announcer 
"This  is  the  825  billion  dollar 
question.  That's  fx}w  much 
foreign  corporations  operating  in 
the  U.S.  took  in  one  year.  But  72 
percent  of  them  didnt  pay  a 
dime  in  taxes. 

'Not  one  dime  /Vnd  George 
Bush  supports  lax  loopfioies  for 
foreign  companies  operating 
fiere.  Supports  them  so  much 
that  he  attacks  Bill  Clinton  for 
wanting  to  close  tfiem 

"Bill  Clinton  wants  to  collect 
what  foreign  corporations  owe 
and  put  tfie  money  to  work  to 
rebuild  America. 

"Clinton/Gore  For  people,  for 
a  change " 

ACCURACY  Raw  figures  cited  are 
accurate  Bush  campaign 
contends  that  many  foreign 
corporations  did  not  pay  taxes 
because  they  did  not  make  a 
profit  But  Democrats  counter 
that  foreign  companies  would 
rvjt  operate  here  if  they  were  not 
somefK)w  benefiting  financially 
Thie  ad  also  does  not  reflect  the 


Republicans'  position  that 
interr»tional  Investment  arKJ 
open  markets  are  in  this 
country's  best  interest  What  Ifie 
Clinton  campaign  calls 
"kwpholes"  \t\e  Bush  campaign 
describes  as  'tax  incentives. ' 


As  the  Clinton 
campaign  empfiasizes  the  sour 
ecoTKxny  as  the  main  issue  in 
this  election,  tfie  innage  of 
foreigners  not  paying  their  fair 
share  is  a  powerful'one  Repub- 
licans attack  the  ads  as  playir>g 
on  xerx}pfx>bia  in  if>e  electorate. 

RICHARD  L  BERKE 


I 
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Small  Firms  Not  Thrilled 
By  Clinton's  Philosophy 

But  some  fault  Bush  for  disengagement  on  domestic  policy 


UfKatftanlmm 


N  «M^i  ^  *■  On«v  Si 

iitnnooi.«i 


STRATEGISTS  at  the  CUnton- 
Goic  campaign  headquar- 
tera  are  very  proud  to  call 
BUI  Clinton  a  pro-business  Demo- 
crat, a  label  that  has  long  been  a 
contradiction  In  terms  for  presi- 
dential politics. 

Gene  Sperling,  the  campaign's 
economic  policy  director,  runs 
down  a  list  of  new  endorsements 
from  Fbrtune  500  leaders  and 
from  high-tech  business  leaders 
who  support  the  Clinton-Gore 
economic  strategy. 

But  Governor  Clinton  has  yet 
to  win  over  smaller  United  Stales 
firms,  which  account  for  well  over 
half  of  US  employment  and 
output.  Moreover,  these  small 
companies  have  been  responsible 
for  the  lion's  share  of  Job  creation 
over  the  last  decade.  Wary  of 
being  targeted  by  more  caxes  and 
regulations,  these  businesses  are 
uneasy  about  what  a  Democratic 
administration  would  brituL 

William  Dut\kelberg,  chief 
economist  of  the  National  Feder- 
ation of  Independent  Business 
(NFIB),  has  no  doubt  ttiat,  under 
a  Clinton  administration,  busi- 
nesses win  be  hit  with  a  host  of 
new  government-mandated  costs 
that  eat  Into  their  bottom  lines. 
Eighty  percem  of  NFTB's  600,000 
members  have  less  than  40  em- 
ployees. "Absolutely,  there  will  be 
more  regulations  If  CUnlon  wins,* 
says  Mr.  Dimlcelberg,  who  is  also 
deui  of  Temple  University  Busi- 
ness School. 

If  Cliiuon  occupies  the  White 
House,  'Congress  will  be  heaping 
on  the  mandates  -  from  health 
care  to  day  care,  to  elderly  care, 
lo  care  for  the  environmeiu,*  he 
asserts. 

The  critical  difference  between 
Clinton  and  Presidem  Bush, 
Duivkelberg  says,  is  that  'Bush 
has  used  the  veto  30-odd  times, 
and  CUnton  won'L' 

All  the  costs  that  businesses 
incur  bom  government  regula- 
tions will  more  than  offset 
Clinton's  proposed  business  tax 
breaks  ttui  are  designed  to  create 
Jobs,  he  adds. 

'I  call  it  'sneak  a  tax  on  busi- 
ness," says  conservative  John 
Cregan,  president  of  the  US  Busi- 
ness and  Industrial  Council.  'Be- 
cause govenunent  can't  afford  to 
pay  for  social  costs,  due  to  its 
$400  billiun  deficit,  it  tries  to 
make  business  foot  the  bill.' 


Me  Cregan  says  his  memben 
are  unhappy  wtth  both  candi- 
dates. 'They  feel  burned  bjr 
Bush,*  who  signaled  both  the  En- 
vlroiunental  Protection  Agency 
and  Congress  that  Ma  admlnlstTa- 
Uon  *was  a  kinder  aiKl  gentler 
Ume  for  regulations,*  aiys 
Cregan.  He  applauds  Clinton's 
"very  handsK>n  approach*  In  pro- 
moting US  compeilttveness. 

And  while  he  diHeis  with  much 
of  It,  Cregan  Is  also  Impressed 
with  the  amount  of  work  Clinton 
has  put  Into  *hls  detailed  eco- 
nomic plan.* 


William  Dunkelberg,  chief 
economist  of  the  Notional 
Federation  of 
independent  Business, 
says  that  if  Clinton  wins, 
'there  will  be  more 
regulations.' 


By  contrast,  be  sajs.  Bush  b 
*so  disengaged,  he  obviously 
doesn't  care  about  domestic 
poUcy." 

But  the  piUais  of  Clinton's 
'putting  people  first'  plan,*  stfa 
Cregan,  foist  too  much  govern- 
ment on  the  private  aectoc  *Clln- 
ton  s^ys  companies  must  provide 
for  an  employee's  social  wellare; 
If  they  rehise,  they  must  pay  a  tax 
so  the  government  can  be  the 
provider* 

Such  mandated  benefits  and 
Increases  in  the  payroll  tax,  says 
Cregan,  *are  prohibitive  for  small 
firms  and  start-ups,*  which  have 
generated  roughly  two-thittls  of 
the  nation's  Job  growth  during  the 
past  decade. 

Big  corpontlons  already  offer 
health  care  and  family  and  medi- 
cal leave,  says  Cregan,  *and  now 
they  want  the  government  to 
force  the  smaller  companies  to 
aijsorb  some  of  the  costs.' 

Fbreign  corporations  are  also 
aiudous  about  a  Clinton  victory; 


the  Demociatk  nominee  has 
pledged  to  raise  revenue  by  Im- 
posing a  lax  on  International 
firms  Imnstlng  In  the  US. 

Roberto  AlUaetti,  the  Wash- 
ington director  of  IRI,  a  huge  Ital- 
ian conglomerate  that  employs 
8,000  Americans  In  the  US  alone, 
says  his  firm  Is  one  of  many  large 
European  concerns  that  have  In- 
vested In  the  US  as  part  of  a 
global  production,  technology, 
and  market  network.  These  for- 
eign Imrestots  provide  the  high- 
skill,  high-wage  Jobs  that  Clinton 
seeks  for  more  US  workers. 

While  Clinton's  proposal  Is  de- 
signed to  tax  the  Income  of  for- 
eign firms  that  Is  hidden  by  cre- 
ative accounting  or  by 
establishing  holding  companies  in 
oflishore  tax  havens,  Dunkelberg 
says  the  true  masters  of  those 
schemes  are  US  firms. 

*We  are  by  far  the  biggest  for- 
eign investors  in  the  world.  If  we 
Impose  a  tax  like  that,  our  inves- 
tors will  be  slapped  with  the  same 
tax  hy  foreign  governments.* 

Conspicuously  missing  from 
the  electiotwyear  debate  is  a  seri- 
ous discussion  of  the  burgeoning 
federal  deficit  and  a  govenunent 
coRunitment  to  spend  within  Its 
means,  Duidcelberg  says.  *In  ev- 
ery  election,  the  presidential  can- 
didates have  olTered  plausible 
plans.  That's  where  we  need  lead- 
ership. This  yeai;  everyone's 
ducking  U.* 

Business,  driven  by  consumer 
demand  and  investment  capital,  b 
troubled  by  lack  of  fiscal  respon- 
sibility. Given  the  economic  un- 
certainty, manufacturers  keep 
production  and  orders  to  a  mini- 
mum so  they  are  not  saddled  with 
large  stocks  and  debts. 

IHmkelberg,  wtw  prepares 
monthly  forecasts  of  business 
cofifldoKe,  says:  "We're  looking 
at  the  leanest  Imrentory  picture  in 
the  history  of  our  surveys,  which 
we  started  In  1973.  The  only 
thing  lower  than  the  stock  of  iiv 
veiuory  Is  the  stock  of  consum- 
ers, and  busittess  hiring  plans  are 
very  weak." 


258 


The  Christian  Science  Moni^roT-     October  2,    1992,    Page  One 


DEFICIT  PROSPECTS 


Clinton  Tax  Idea 
May  Not  Produce 
Expected  Funds 


By  Ren  Scherer 

StoH  »nM>  o(  Th*  ChntMin  Soanca  MoiMor 


inewtok: 


FOR  months  Arkansas  Gov. 
Bill  Clinton  has  been  saying 
he  wants  to  hike  taxes  on 
the  United  States  subsidiaries  of 
foreign  corporations,  raising  $45 
billion  over  the  next  four  years. 

However,  there  are  consider- 
able doubts  whether  that  much 
money  can  be  expected. 

"It  seems  to  me  almost  certain 
that  figure  of  S45  billion  is  exag- 
gerated," says  Thomas  Field,  ex- 
ecutive director  of  Tax  Analysts,  a 
nonprofit  publisher  of  tax  mate- 
rials in  Arlington,  Va. 

US  TVeasury  numbers  raise 
further  doubts.  In  1989,  the  TVea- 
sury  reports,  US-owned  cor- 
porations paid  1.08  percent  of 
their  total  $7.8  trillion  revenues 
in  corporate  income  tax.  Foreign- 
controlled  corporations  in  the  US 
paid  0.64  percent  of  their  total 
$953  billion  revenues.  If  foreign 


corporations  were  to  pay  the 
same  rate  as  US  compaiues,  they 
would  give  Uncle  Sam  another 
$4.2  billion  per  year,  or  $16.8  bil- 
lion over  four  years.  This  is  $28 
billion  short  of  Governor 
Clinton's  projections. 

Gene  Sperling,  Clinton's  chief 
economic  policy  adviser,  says  the 
campaign  continues  to  believe  it 
can  raise  $10  billion  per  year.  Mn 
Sperling  says  the  Clinton  num- 
bers were  derived  from  looking  at 
the  tax  rates  of  different  indus- 
tries, the  success  rate  of  Internal 
Revenue  Service  (IRS)  claims, 
and  the  amount  of  taxes  US  com- 
panies pay  abroad.  He  says  esti- 
mates of  potential  new  revenues 
from  foreign  firms  ranged  from 
$3  billion  to  S30  billion  per  year. 

If  the  IRS  did  not  get  that  much 
money,  "we  might  have  to  find 
other  spending  cuts  or  scale  back 
spending,"  he  concedes. 

The  Treasury  numbers  sur- 
prised another  Clinton  adviser, 
Robert  Shapiro  of  the  Progressive 
Policy  Institute.  Mr.  Shapiro,  an 
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architect  of  the  Clinton  economic 
plan,  says  that  if  the  US  TVeasuiy 
statistics  are  right,  *they  suggest 
we  ought  to  be  looking  at  more 
serious  tax  reform.'  In  other 
words,  higher  business  taxes. 

Sperling  denies  any  such  in- 
tention. "We  are  not  considering 
any  corporate  tax  reforms,  and  I 
spealc  on  behalf,  of  the  campaign 
when  I  say  that,"  he  says. 

"It  is  quite  clear  they  have 
made  a  horrible  estimating  error 
and  will  have  to  find  their  way  out 
of  it,"  says  retired  Rep.  Bill 
Frenzel  (R)  of  Minnesota,  now  a 
fellow  at  the  nonprofit  Tax  Foun- 
dation in  Washington. 

THE  Clinton  forces  gath- 
ered their  ammunition 
from  a  hearing  held  last 
spring  by  the  Subcommittee  on 
Oversight  of  the  House  Ways  and 
Means  Committee.  According  to 
the  chairman.  Rep.  J.  J.  Pickle 
(D)  of  Texas,  more  than  70  per- 
cent of  the  46,000  foreign  corpo- 
rations operating  in  the  US  do  not 
pay  taxes.  Mr.  Pickle's  staff  sin- 
gled out  36  foreign-controlled 
automobile,  motorcycle,  and  elec- 
tronics distributors.  The  congres- 
sional staff  found  that  over  10 
years  the  companies  had  US  sales 
of  -SaSO  billion  but  paid  only  $4.6 
billion  in  taxes. 

Pickle  was  amazed  to  fmd  that 


28  percent  of  the  automobile  dis- 
tributors, with  sales  of  $27  bil- 
lion, did  not  pay  any  tax. 

Testifying  at  the  same  hearing, 
IRS  Commissioner  Shirley  Peter- 
son said  that  in  1989  only  28  per- 
cent of  all  foreign  corporations 
reported  income  tax,  while  41 
percent  of  US-owned  companies 
paid  income  taxes.  "We  l>elieve 
there  is  a  compliance  problem  ... 
but  we  caiuiot  quantify  it" 

The  IRS  faces  a  host  of  chal- 
lenges. It  sometimes  has  difficulty 
getting  cooperation  from  foreign 
governments  when  auditing  par- 
ent companies  abroad.  It  also  has 
trouble  getting  and  keeping 
skilled  international  auditors. 

There  are  other  reasons  why 
foreign  companies  don't  pay  the 
same  tax  rate  as  US  companies. 
Foreign  companies  often  have 
higher  debt  levels  than  US  com- 
panies. Interest  on  this  debt  is  a 
deductible  expense.  Because  they 
have  newer  facilities,  they  have 
higher  depreciation   allowances. 

However,  the  IRS  says  50  per- 
cent of  its  examinations  focus  on 
accounting  justifying  the  price  a 
foreign  parent  company  charges 
a  US  subsidiary  or  distributor  for 
imported  parts  or  products.  If  a 
company  wants  to  transfer  its 
profits  offshore  -  perhaps  to  a 
lower-tax  country  -  it  charges  a 
lot  for  the  gocxls,  including  the 
cost  of  manufacturing,  research 
and     development,     advertising. 


parent-company  overhead,  insur- 
ance, and  other  fees. 

The  IRS  has  been  listening 
the  regulations  on  such  "transfer 
pricing.*  In  1989,  the  IRS 
imposed  new  record-keeping 
requirements.  Since  then,  the  IRS 
has  increased  audits  of  foreign- 
controlled  corporations  by  127 
percent  and  increased  the 
number  of  international  auditors 
by  100.  It  is  auditing  the  top  200 
foreign-controlled    corporations.. 

The  IRS  estimates  that  it 
requires  m^or  a4justments  for  75 
to  100  foreign-controlled  compa- 
nies per  year  on  this  issue.  How- 
ever, the  Tax  Court  has  only  sus- 
tained 23  percent  of  those 
adjustments. 

Recently,  the  IRS  proposed 
new  rules  under  which  it  would  be 
able  to  calculate  a  profit  for  a  for- 
eign-owned company  based  on  its 
industry.  "Understandably  this 
has  our  foreign  trading  partners 
upset,"  says  Bruce  Garrison,  a  tax 
lawyer  at  Haight,  Gardner,  Poor  & 
Havens  in  New  York.  He  says 
some  companies  are  already 
beginning  defensive  tax  planning. 
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The  Washlnq-t:nn  Pn>^t,  October  1,  1992,  Page  A12 


Bush,  Qinton  Bring  Obscure  Tax  Issue 
To  Forefront  in  Their  Stump  Sparring 

Candidates  Disagree  Over  Cracking  Down  on  Foreign-Owned  Firms 


By^Dmid  Southctlnid 

i1k  '*"**"'  <■  ""Til"  cofpon- 
tioiv  niffA  10011  M  BitK  won  (or 
Waifainiton  bvycn  and  accoiatjiiu 
dan  <ar  ptam-UllanK  pnliHrHm  on 


Bat  n  nnm  days,  thr  question  of 
vtielfaB'  the  Intenul  Revenue  Ser- 
vice ritooU  cnck  down  on  foreign 
omltiiutional  firms  that  nuy  lie 
amding  taies  m  the  United  Slates 
hH  set  Artansas  Gov.  BB  OaMon 
and  ncaident  Bwfa  to  aparmg  on 
thecaninign  iiai. 

Biafa  daiged  in  a  speech  last  Sat- 
miMf  n  Marnville.  Otaia,  that  Cln- 
tm  mnted  to'Uap  a  toitih  lax*  on 
foreifn  factories  in  the  United 
SWes.  irhnhng  the  Honda  antomih 
bile(iiant  in  Marysvile.  dinton  na 
speech  on  Tuesday  n  Louisvdie  said 
Bnah  wanted  to  make  the  United 
Stales  a  "tax  haven*  for  {occtfn- 


ClBlon  has  prapoaed  ooflecung  bS- 
hoos  Ct  dOHfs  tm  addiliiaial  lupi^ 
laie  tans  nnai  iQrapi*owiied  oom- 
tmethat. 

BiHfa  charges  that  Qmton  is  trying 
to  acate  a  new  lax  on  Iarei0i  Bvea- 
ttn  that  would  cause  kacigii  gov* 
enmeats  to  Rialiale  against  Araeii- 
caa  eoopaaes  OB  then- aad.  coat  the 
jobs  of  U,S.  workers  in  foreign- 
owned  ptanla  and  rethnc  imcjgu  in- 

QiMon  has  made  additional  tax 
ooAectiaBS  front  ■wjtiwatirti^i  com- 
panies a  ntfut  part  of  his  coooomc 
pngrsin,  mn^iudaig  that  by  1996  he 
oooid  bi^  in  $1X5  bihon  a  year  ai 
new  rvmne  snpiy  by  tightenmg 
tax  efrforoencsiL  The  projected  new 
revenue  would  be  a  key  part  of  Cho- 
Ion's  plans  to  reduce  the  federal 
budget  deficiL  Bush  has  taken  up  the 
iaue  as  a  way  of  portraying  dinton 
as  a  pmtfftinnnt  opposed  to  free 
trade. 

Independent  analysts  in  the  gov- 
enunent,  fuiaiKul  instilulioa*  and 


fcaearch  institutes  say  Ctelon  haa 
kxhed  on  to  an  onportanl  issue  but 
oAmaMUhe  possible  revenue  to  be 
gaoied.  At  the  same  lane,  they  say, 
Omton  a  ignonng  the  fact  that  VS. 
muitiiutjanal  fuiia  engage  n  some 
of  the  same  tax  avoidance  practioes 
as  f omgD'Owiied  fuuis. 

Bush,  the  analysis  say.  vastly 
overstates  the  threat  of  foreign  n- 
takation  and  dstoru  Omton's  posi- 
tion by  contending  that  rt  amoiaits  to 
alaxBKTease. 

The  Bsue  is  not  a  new  one.  bi 
1990,  Congress  broadened  spectal 
powers  «  had  given  the  IBS  in  1909 
to  Bopect  the  books  of  U.S.  sabatf- 
ories  of  fateign  companies,  uniskie 
the  companies  and  gather  more  doc- 
nments  from  them.  The  DtS  baa  add- 
ed more  eaxnmots  to  deal  with  the 

The  IRS  has  lor  several  years 
been  h"""*"**!!  hundreds  of  foreign- 
owned  cotpocatioaa  far  ewdence  of 
possMe  tax  avosdaooe. 

But  it  is  walely  lecjogmsed  that  the 
IRS  is  'aut-gmned*  when  H  cones  to 
havHig  lawyers  to  deal  with  the  m- 
awe.  Futeigit-uwwed  corporalwa 
auhject  to  audiu  can  hire  the  best  lax 
attorneys  to  ofimd  them  and  have 
even  bned  away  fran  the  IKS  some 
lawyers  apccialBnig  in  the  nuie. 
-  The  RSreteotiy  fast  a  asaior  bot- 
tle to  colect  taoses  fnm  Weatrcco 
he  a  aafasidivy  of  Nestle  SA  «( 
Swilaertad.  A  US.  Tax  CoMt  jndge 
here  njecled  the  KS's  daims  that 
the  aubnhfvy  owed  $8Ji  mjinn  m 
taxes.  Two  of  the  defend  it's  b*- 
yeis  had  wvfked  for  the  Dta 

Accnnhng  to  tax  experts,  the  noct 
widespread  fatmof  lax  awnance  re- 
aults  fro«  a  practice  known  aa 
transfer  prKing.*  Corporalioas 
wishmg  to  avoid  U.S.  taxes  use  the* 
Bteraal  bookkeepmg  to  nnpmieily 
transfer  overseas  the  profits  they 
make  in  (be  Uuted  Slates.  The 
home  ampanes  mflate  the  prices 
they  charge  Ihev  U.S.  siihsulmies 
for  productit,  maifnah  and  services. 


The  experts  say  it  is  dif&cuh  to 
laiujvu  such  transfer  pncng  and  ea- 
tanate  the  amount  of  (ax  avodance 
unless  the  corporation  cooperates 
with  auditars  and  gnes  than  access 
to  records  overseas,  often  m  foreifl 
languages. 

(me  noancnl  poocy  analyst  who 
has  studied  the  naue  said,  Xknloa 
can  raise  some  revenue,  but  if  he 
really  warns  to  aohc  the  transfer 
pncmg  proUem.  he  wiDafaohave  to 
kiok  at  VS.  ffiultnuHonal  carpara- 
tioaa  that  are  avoiding  taxes. 

*TfaBe  are  many  ways  to  shelter 
■aoome,  and  U.S.  muhsiationals  can 
ahelter  their  overseas  profits  as 
wdL*  said  the  analyse 

A  faul  ntniduocd  earlier  this  year 
by  Rep.  Dan  Rostetytowski  (D-DL). 
chairman  of  the  House  Ways  and 
Mews  Commiltee.  and  Rep.  Wiflis 
D.  (Wadison  Jr.  (R-Oh»)  sets  a  mni- 
mum  level  of  taxable  income  to  be 
reported  by  fomgn-cnntnlled  coipo- 
nbons,  Clinton  has  not  eiidoised  the 
bin  but  calls  for  firmer  tax  enfoiic- 

Tfae  legnlation  would  iei|uuc  vQi^ 


equal  to  at  least  75  percent 
of  what  U.S.  companies  in  the  same 
aiduHty  report. 

U.S.  companies  generally  pay 
higber  taxes  in  the  United  States 
than  their  foreign  counterparts. 

Rep.  J  J.  FkUe  (D-Tei.)  cafculatcs 
that  the  United  Slates  is  being  cheat- 
ed out  of  $20  htton  to  $30  biUoa  a 
year  by  luitigu<iniMjd  companies. 

as  r4inaaiis»»»j  Shirley  D.  Pe- 
tcnon  said  earher  this  year,  howcr- 
cr.  that  IRS  statistics  do  not  cnafira 
the  posaMe  $30  biBka  in  hat  taxes 
ami  that  the  DtS  does  not  have  an  o- 
male  of  its  own. 

The  Orgaoatioa  (or  Intftnatwnal 
Investment,  a  klihyaig  group  repre- 
sealaig  sook  SO  U.Sl  lubsahanea  ol 
foreiBB  corporations,  argues  strongly 
agamst  the  legislation  pendaig  n  Con- 
gress on  the  Bsue,  contendmg  that  it 
B  dnven  by  protectioast  scntanents. 
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other  news  articles  where  Foreign  Tax  Evasion  and  Transfer  Pricing 
have  been  mentioned: 

The  ( London >  Times ^  October  5,  1992,  Business,  Clinton  Alms  to 
Target  Foreign  Firms  on  Unpaid  Tax,   by  Philip  Robinson,  New  York 

The  Washington  Times,  October  5,  1992,  Commentary,  page  El,  Wrong 
Way  to  Balance  the  Budget,   Flawed  Tax  Algorisms,   by  Donald  Lambro 

Financial  Times,  October  9,  1992,  Page  10,  Democrat  Line  to  Tax 
Code  Criticised,    by  Nancy  Dunne,  Washington 

Sunday  ( London )  Times ,  October  18,  1992,  Business,  Clinton  Tax 
Plans   Threaten  UK  Firms,    by  Irwin  Stelzer 

The  Independent,  October  20,  1992,  Page  10,  Bush  Goes  All  Out  to 
Hit  Clinton  on  Taxes,    by  Rupert  Cornwell 

The  ( London )  Times ,  October  20,  1992,  Business  Section,  Clinton 
Roadshow  Drifts  Towards  Trap  of  Fortress  America,    Colin  Narbrough 

The  Financial  Times,  October  30,  1992,  Page  8,  Foreign  Groups  Fear 
Tax  Assault  by  Democrats:  New  Congress  May  Tighten  Transfer  Price 
Rules,    by  George  Gresham 

The  (London)  Daily  Telegraph,  October  30,  1992,  Page  13,  Tax  Plan 
Threatens  Relations  with  Britain 

The  (London)  Daily  Telegraph,  November  5,  1992,  Page  24,  UK  Could 
Be  Hit  In  Clinton   "Tax  War" 

The  (Cleveland)  Plain  Dealer,  November  6,  1992,  Page  IE,  Clinton 
Vow  Has  Foreign  Firms  Wary,    by  Miriam  Hill 

Financial  Times,  November  6,  1992,  Page  6,  Foreigners  Keep  Their 
Cool   on  US  Tax  Threat,    by  Andrew  Jack 

The  ( London )  Times ,  November  12,  1992,  Clinton's  $45  bn.  Tax 
Crackdown,    by  Bruce  Lassman 

MacLean ' s ,  November  16,  1992,  Page  40,  Canadians  Fear  a  Tax  Slap; 
Foreign  Businesses  May  have  to  Pay,  John  Daly,  with  Glen  Allen  in 
Ottawa  and  Julie  Cazzin  in  Toronto 

The  Nikkei  Weekly,  November  16,  1992,  Page  3,  U.S.  Tax  Threat 
Plagues  Japanese  Firms:  Clinton's  Vow  to  Raise  $45  billion  Stirs 
Fears  of  IRS  Cracking  Down  Harder  on  Transfer  Pricing,  by  Hiroshi 
Nakamae 

Grain's  Chicago  Business,  November^  23,  1992,  Page  4,  Fed  Tax 
Crackdown  Suspect,  But  Foreign  Firms  Here  Wary,  by  Paul  Merrion, 
Washington 

The  Independent,  November  22,  1992,  Page  3,  Britons  Gear  Up  to 
Fight  U.S.    Tax  Plans,    by  Chris  Blackhurst 

Calgary  Herald,  November  25,  1992,  Page  Al,  Millions  Slipping 
Through  Tax  Net,    by  Eric  Beauchesne,  Southam  News 

U.S.  News  and  World  Report,  November  23,  1992,  Page  16,  Foreign 
Taxes:    Clinton's  Pot  of  Gold? 

U.S.  News  and  World  Report,  November,  30,  1992,  Page  59,  Clinton's 
Foreign  Tax  Crusade,    by  Susan  Dentzler 
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Technotax:  How  Japan's  Tax  System  Spurs  Technology 
by  John  P.    Stern  ^_ 

Flip  the,  pages  of  a  recent  edition  of  an  American  business 
journal  and  you  are  likely  to  find  a  catalog  of  alleged  reasons  for 
Japanese  Industrial  prowess:  Japan's  educational  level  Is  higher; 
Its  cost  of  capital  is  lower;  in  its  factories,  Japan  has  more  TAB 
( tape  automated  bonding  equipment )  and  fewer  drugs  ( Japan  lacks  a 
workplace  drug  problem ) .  Along  ^Ith  these  analyses  of  Japan ' s 
advantages  typically  comes  a  confession  that  major  changes  in 
American  business  practices  are  needed  to  emulate  the  Japanese 
model • 

Yet  one  major  method  of  Japanese  industrial  promotion  requires 
only  tax  laws  and  accountants,  two  areas  in  which  America  is  highly 
competitive.  While  economists  in  the  United  States  debate  whether 
the  United  States  should  have  an  "industrial  policy, "  few  question 
the  need  for  America  to  have  a  tax  policy.  Japan's  high- technology 
tax  system  provides  Incentives  to  innovation  and  investment  that 
should  be  understood  by  any  company  interested  in  competing  with, 
or  investing  in,  Japan  in  the  1990s. 

Analysts  of  the  American  semiconductor  industry  have  recently 
focused  on  the  dramatic  improvements  in  the  competitive  status  of 
U.S  industry  that  can  be  achieved  by  such  mundane,  specific  changes 
as  adopting  a  3-year  asset  life  for  semiconductor  production 
equipment.  In  the  words  of  the  National  Advisory  Committee  on 
Semiconductors : 

Improving  depreciation  schedules  for  capital  equipment 
has  the  potential  for  a  large  direct  effect  on  the  U.S. 
semiconductor  industry.  Allowing  depreciation  of  equipment 
over  3  years--a  period  closer  to  the  realistic  life  for  many 
types  of  equipment  than  the  current  5-year  allowable  life-- 
would  increase  the  annual  rate  of  semiconductor  industry 
capital  investment  by  11  percent ...  The  result  of  shortened  3- 
year  depreciation  schedules  is  expected  to  be  an  11  percent 
increase  in  capital  investment  in  the  U.S.  semiconductor 
industry.  This  rise  is  equivalent  to  a  $450  million  increase 
in  capital  spending  in  1991,  compared  with  the  estimate  cost 
to    the    Treasury    of    $180    million. . .through    appropriate    tax 


^  Vice   President,   Asian   Operations,   American   Electronics 

Association;  Executive  Director,  U.S.  Electronics  Industry  Japan 
Office.  ©  1991  by  John  P.  Stern,  Yonbancho  11-4,  Chiyoda-ku, 
Tokyo,  Japan  102. ,  Facsimile:  03-3237-1237,  Telephone: 
03-3237-7195.  This  document  may  be  reproduced  by  prior  permission 
only.  The  author  reserves  the  right  to  make  changes  and 
corrections  without  notice. 

All  yen-dollar  currency  calculations  in  this  article  are  at 
the  rate  of  ¥137  =  $1.00  unless  otherwise  stated. 
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policy   changes,    the  capital   formation  gap  with   the  Japanese 
semiconductor  Industry  could  be  significantly  reduced.^ 

Japan  understands  the  Importance  of  tax  Incentives  for 
Industry:  for  years,  Japan  has  provided  3-year  depreciation  for 
certain  semiconductor  equipment.^  When  called  upon  to  express  his 
New  Year's  wishes  for  1991,  a  leader  of  the  Japanese  electronics 
industry  may  publicly  request  improvements  in  depreciation 
schedules.*  Japanese  high  technology  trade  associations  lobby  for 
special  tax  incentives  to  promote  current  concerns,  such  as 
computer  anti-virus  measures^  or  ISDN  terminal  equipment.*  The 
Japanese  government  often  highlights  the  tax  measures  it  has 
championed  as  examples  of  its  attention  to  the  interests  of 
Japanese  industry.^  Statistics  on  Japanese  government  tax  revenue 
reduction  caused  by  industrial  promotion  taxes  indicate  that 


^  National  Advisory  Committee  on  Semiconductors,  Capital 
Investment  in  Semiconductors  (Washington:  1990)  pp.  12-13. 

^     See  discussion  Infra. 

*  E.g.,  remarks  of  Moriya  Shiki,  Chairman,  Japan  Electrical 
Manufacturers '  Association  ( JEMA )  ( Nlhon  denkl  kogyo  kal ) , 
President,  Mitsubishi  Electric  Corporation,  recorded  in  Dempa 
shlmbun,    January  3,  1991,  p.  7. 

'  Reportedly  discussed  by  the  Japan  Information  Service  Industry 
Association  (JISA)  (Joho  saablsu  shlhko  kyokal)  with  the  Tax  Policy 
Study  Bureau  of  the  Liberal  Democratic  Party  and  with  the  Ministry 
of  International  Trade  and  Industry  (MITI),  Nlhon  joho  sangyo 
shlmbun,  October  29,  1990,  p.  1.  Other  concerns  of  JISA  less 
likely  to  capture  the  imagination  of  politicians  but  more  likely  to 
capture  the  hearts  of  accountants  included  pleas  for  continuation 
of  various  incentives  for  computer  program  development,  system 
maintenance,  database  creation  and  the  purchase  of  computers  by 
Japanese  small  businesses.  Ibid. 

*  The  Communications  Industry  Association  of  Japan  (CIAJ) 
(Tsushln  klkai  kogyo  kal)  reportedly  lobbied  the  Ministry  of  Posts 
and  Telecommunications  (MPT)  and  MITI  for  accelerated  depreciation 
of  30%  of  basis,  or  a  tax  credit  of  7%  of  basis,  for  the  first  year 
after  acquisition  of  specified  ISDN-related  equipment,  Dempa 
shlmbun,    October  6,  1990,  p. 5. 

'  E.g.,  lecture  to  Japanese  industry,  "Fiscal  1991  Tax  Measures 
From  MITI"  (Helsel  3  nendo  tsusho  sangyo  kanren  zelsel  sochl), 
October  15,  1990,  by  Mr.  M.  Iwata,  Director,  Business  Behavior 
Division,  Industrial  Policy  Bureau,  MITI. 

-  2  - 
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Japanese  corporate  taxpayers  use  these  tax  incentives.^  So  potent 
are  the  attractions  of  qualification  under  a  tax  incentive  scheme 
that  even  relatively  unregulated  sectors  of  Japanese  industry,  such 
as  computer  system  integrators,  rush  to  register  to  be  qualified.' 
Whatever  may  be  written  about  business-government  cooperation  in 
Japan,  the  businessman  and  the  tax  man  do  not  always  agree: 
Japanese  industry  has  lobbied  for  years,  without  success,  for  even 


^  A  partial  summary  of  expected  reductions  in  Japanese  corporate 
(juristic  person)  tax  revenues  in  fiscal  1990  due  to  technology- 
spurring  tax  systems  would  include: 


Tax  Program 


Reduction 
¥  Billions 


Reduction 
$  Millions 


Anti-Pollution  Equipment  12 

Electrical  Cable  Burial  15 

Technopolis  11 

Wireless  Telecommunications  2 

(system  started  April  1990) 

Medical  Equipment  Depreciation  14 

Office  Equipment  Purchase  45 

By  Small  Businesses 

Software  Program  Reserves  19 

Research  Credit  98 

Energy  Technology  Investment  76 
Electronic  Equipment  Purchase 

By  Small  Business  48 

Overseas  Technology  Transfers  15 


Total  ¥355 


87.5 

109.4 

80.2 

14.5 

102.1 
328.4 

138.6 
715.3 
554.7 

350.36 
109.4 

$2591.2 


Business  Behavior  Division,  Industrial  Policy  Bureau,  MITI, 
Sangyo  zeisei  handobukku  (Industrial  Tax  Handbook),  (Tokyo:  Tsusho 
sangyo  chosa  kai,  1990),  hereinafter.  Handbook,  pp.  298-299. 
Despite  significant  growth  in  Japan's  wireless  telecommunications 
market  in  the  last  3  years,  deductions  for  the  introduction  of 
specified  wireless  telecommunications  equipment  were  only  ¥2 
billion  in  fiscal  year  1990.  One  Japanese  wireless 
telecommunications  trade  association  with  which  I  discussed  this 
issue  attributed  the  relatively  minor  usage  of  the  program  to  lack 
of  knowledge  of  bits  existence  on  the  part  of  many  Japanese 
corporate  taxpayers,  conversation  with  officer  of  Research  and 
Development  Center  for  Radio  Systems  (RCR)  [Dempa  shisutemu 
kaihatsu  sentaa) ,    September  18,  1991. 

'  See  the  list  of  285  systems  integrators  registered  under  the 
"Comprehensive  System  Maintenance  Reserve  Program"  (sogo  system 
hoshu  jyunblkln  seido)  started  in  1988,  Tsusansho  koho  (MITI  Daily 
Bulletin),  March  6,  1991,  pp.  3-5. 
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shorter  semiconductor  equipment  depreciation  schedules,*"  while  a 
Japanese  trade  association  was  reportedly  'shocked"  at  the 
rejection  of  its  proposals  for  reduced  depreciable  lives  for  PBX 
(private  branch  telecommunications  exchange)  equipment.** 

Japan's  industrial  promotion  tax  benefits  are  vast  in  scope, 
often  aimed  at  modifying  even  macroeconomic  trends  such  as  the 


*°  The  argximent  that  technological  leapfrogging  in  the 
semiconductor  industry  requires  shorter  depreciable  lives  does  not 
seem  to  move  the  tax  policy  experts  of  the  Liberal  Democratic 
Party,  who  typically  approve  the  semiconductor  asset  depreciation 
schedule  for  extension  without  revision,  see,  e.g.,  Tsusansho  koho, 
January  8,  1987,  p.  6.  Kyocera  Inc.,  a  leader  in  ceramics  and 
electronics  technology,  has  reportedly  used,  at  least  for  internal 
accounting  purposes,  depreciable  lives  that  are  a  fraction  of  the 
depreciable  lives  set  by  Japanese  tax  law,  because  it  believes  that 
the  tax  law  depreciable  lives  are  too  long  given  the  rapid  pace  of 
technological  obsolescence  in  its  business.  For  example,  while  the 
Japanese  tax  law  sets  11  years  as  the  depreciable  life  of  printers 
used  in  electronic  component  manufacture,  automatic  production 
equipment  used  in  electronic  device  manufacture  and  equipment  used 
in  manufacturing  optical  products,  Kyocera  uses  an  internal  usable 
life  of  5  years  for  each  asset.  Matsushita  Electric  Industrial 
Co.,  Ltd  reportedly  uses  a  depreciation  schedule  "20%-30%  shorter 
than  the  tax  law  schedule, "  Kiyoshi  Okamoto,  Masaaki  Miyamoto  and 
Mitchiharu  Sakural  (eds.  )  Hal  tekku  kalkel  (High-Tech  Accounting), 
hereinafter.  High  Tech  Accounting,  (Tokyo:  Doyukan,  1988),  pp.  122- 
123. 

**  Activities  of  the  CIAJ  reported  in  Dempa  shlmbun,  January  It, 
1987,  p. 5.  Japanese  industry  was  ultimately  successful  in 
convincing  the  Ministry  of  Finance  to  lower  the  depreciable  life  of 
a  variety  of  equipment,  including  optical  disks  (from  10  to  6 
years ) ,  push-button  telephones  (10  to  6  years )  and  digital  PBX 
telecommunications  exchanges  (10  to  6  years),  starting  with  the 
1988  fiscal  year.  Handbook,  p.  10.  The  December  3,  1990  estimate 
of  MPT's  "Optical  Fiber  City  Promotion  Group"  {hlkari  falbaa  shltee 
sulshln  kondan  kal)  that  Japan  would  Invest  about  $437  billion  in 
optical  fiber  infrastructure  by  the  year  2015  was  accompanied  by  a 
call  for  tax  Incentives  to  build  that  infrastructure,  Nlhon  kogyo 
shlmbun,  December  4,  1990,  p.  5,  and  Dempa  shlmbun,  December  4, 
1990,  p.  1.  Possible  tax  incentives  include  a  credit  of  7%  of  the 
amount  invested  in  qualified  facilities  or  accelerated  depreciation 
of  30%  of  cost  in  the  first  year  of  acquisition.  Facilities  for  the 
manufacture  of  optical  fiber  currently  have  an  8-year  depreciable 
life,  Klnlchi  Yoneyama  and  Tasuke  Sakamoto,  eds.  Gehka  shokyaku  no 
zelmu  to  taeyo  nensu  no  subete  (Depreciation  Tax  Practice  :  All 
About  Depreciable  Lives)  (Tokyo:  Zelmu  kelri  kyokai,  1990), 
hereinafter.  All  About,  p.  152. 
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effect  of  an  appreciated  yen  on  Japanese  Industrial 
competitiveness^^,  or  deeply-Ingrained  business  behavior,  such  as 
the  reluctance  of  Japanese  Industry  to  transfer  technology 
overseas",  or  even  global  Issues  like  the  reduction  of  ozone- 
destroying  chlorofluorocarbons  (CFCs)".  The  fiscal  1991  program 
of  just  one  ministry,  MITI,  covers  everything  from  tax  Incentives 
Co  prepare  Japanese  shopkeepers  to  compete  with  large  stores  such 
as  Toys  "R"  Us,  to  financial  bait  to  lure  companies  away  from 
excessive  concentration  In  the  Greater  Tokyo  area.^*  A  thumbnail. 


^^  E.g.,  the  Japanese  Cabinet  approved  on  May  29,  1987  a  package 
of  "emergency  economic  measures"  that  Included  an  additional  201 
accelerated  depreciation,  during  the  period  October  I,  1987-October 
1,  1988,  for  expenses  on  technologies  to  improve  competitiveness  in 
the  face  of  a  high-yen  induced  recession,  Denshl  (monthly  magazine 
of  the  Electronic  Industries  Association  of  Japan),  1987-11,  p. 35. 

^^  On  April  1,  1989,  Japan  began  a  loss  deduction  equal  to  22%  of 
the  payment  received  on  the  transfer  overseas  of  a  patent  by  a 
Japanese  company,  or  16%  of  the  payment  received  for  a  technical 
transfer,  up  to  a  limit  of  40%  of  income  in  the  tax  year,  Tsusansho 
koho,  July  12,  1989,  pp.  9-30.  This  program  apparently  resulted  in 
qualified  transactions  worth  more  than  $109  million  in  1990,  note 
8 ,  supra . 

"  E.g.,  special  depreciation  on  corporate  or  personal  income 
taxes  of  21%  of  basis  in  the  first  year  after  acquiring  devices  for 
controlling  or  recycling  CFC  emissions.  This  is  in  addition  to  a 
special  valuation,  for  fixed  asset  -tax  purposes,  of  CFC  emission 
control  or  recycling  devices  at  60%  ( rather  than  100% )  of 
acquisition  cost  for  the  first  three  years  of  use.  Refiners  and 
transporters  of  volatile  oils  benefit  from  a  partial  exemption  from 
excise  taxes  on  volatile  oils  if  those  oils  are  used  for  the 
manufacture  of  CFC-reducing  solvents.  Denshl  kogyo  geppo  (monthly 
magazine  of  the  Japan  Electronic  Industry  Development  Association), 
July,  1989,  p.  59. 

^'  See  abstract  of  tax  plans  for  the  "Development  of  a  New  Policy 
for  the  Distribution  Industry"  (Arata  no  ryutsu  Songyo  seisaku  no 
tenkai)  and  "Envigoration  of  the  Provinces  and  Correction  of 
Excessive  Concentration  in  Tokyo"  (Tokyo  ikkyoku  shuchu  zesei  to 
chilkl  no  katsuseika) ,  Tsusansho  koho,  January  9,  1991,  p.  10. 
Among  the  better-known  multi= -ministry  regional  investment  tax 
incentive  programs  currently  in  force  is  the  "Technopolis"  program. 
Under  the  Technopolis  program,  investments  in  certain  industries  of 
more  than  ¥1  billion  in  factories  (including  software  development 
facilities)  situated  in  designated  areas  are  eligible  for  special 
depreciation,  in  addition  to  other  depreciation,  of  30%  of 
facilities  cost  (15%  of  building  cost)  in  the  first  5  years  after 
investment,  25%  of  facilities  (or  13%  of  buildings)  in  the  5th-7th 
year  after  investment,  and  20%  of  facilities  (10%  of  buildings)  in 

(continued. . . ) 
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summary,  discussion  of  all  of  Japan's  industrial  promotion  taxes 
might  take  more  than  300  pages*';  a  detailed  discussion  of  just  one 
of  Japan's  technology- spurring  taxes*^  is  over  an  inch  thick. 
Since  these  tax  benefits  can  be  claimed  by  any  Japanese  corporate 
income  tax  payer,  including  a  foreign-owned  one,  there  may  be 
financial  advantages  for  a  foreign  company  in  doing  research  and 
development  in  Japan.  In  this  article,  I  would  like  to  highlight 
the  features  of  a  few  of  Japan '  s  industrial  promotion  tax 
incentives  that  offer  instructive  contrasts  to  America's  handling 
of  similar  issues. 


*^(  .  .  .continued) 

the  8th  year  after  investment.  There  are  more  than  60  designated 
industries,  including  the  manufacture  of  liquid  crystals,  software, 
digital  audio  disks,  consumer  electronics,  wireless 
telecommunications,  industrial  robots,  semiconductor  materials, 
optical  fiber  and  cable,  avionics,  and  analytical,  scientific  and 
measuring  equipment.  Handbook,    pp.  86-87. 

"  The  Handbook  takes  337  pages  to  sketch  the  subject.  It  lists 
22  different  high- technology  related  tax  programs,  pp. 11-13. 

"  Technology  Promotion  Division,  Agency  for  Industrial  Science 
and  Technology,  Ministry  of  International  Trade  and  Industry, 
Haiteku  zeisei  no  kaisetsu  (Explanation  of  the  High  Tech  Tax 
System),  (Tokyo:  Tsusho  sangyo  chosa  kai  1990),  hereinafter.  High 
Tech. 
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Key  Technologies  Credit 

Japan  has  a  number  of  research  and  development  tax  credits,  of 
which  the  most  technologically  focused  credit  available  to  large 
companies^®  is  the  Key  Technologies  Credit*'  that  started  on 
April  1,  1985.  The  original  list^°  of  key  technologies  has  been 
supplemented  twice^*.  The  list  of  research  eligible  during  the 
period  April  1,  1990  -  March  31,  1993  included  132  technologies. 
The  credit  amount  is  equal  to  7%  of  the  acquisition  (or  qualified 
lease)  cost  of  assets  used  in  development  of  the  specified 
technologies  or  15%  of  the  corporate  income  tax,  whichever  is 
lesser,  with  a  one-year  carry  forward  of  any  leftover. ^^   The  Key 


*®  Some  Japanese  tax  credits  are  available  only  to  "medium  and 
small  enterprises, "  defined  in  Article  42-2  of  the  Special  Taxation 
Measures  Law  (Sozei  tokubetsu  sochi  ho,  Law  No.  73  of  1950), 
hereinafter.  Special  Tax  Law.  A  medium  or  small  enterprise  i,  a 
juristic  person  satisfying  all  of  the  following  requirements:  (a) 
it  employs  1,000  or  fewer  persons;  and  (b)  it  has  fixed  capital  or 
invested  capital  of  less  than  ¥100  million;  and  (c)  one  half  or 
less  of  the  issued  shared  or  fixed  capital  belong  to  a  related 
juristic  person  that  does  not  satisfy  (a)  and  (b)  above.  The  aim  of 
this  definition  is  to  prevent  large  corporations  from  claiming 
benefits  meant  for  true  small  businesses.  In  the  1989  fiscal  year, 
only  4.3%  of  the  corporate  research  and  development  in  Japan  was 
conducted  by  "medium  and  small  enterprises;"  the  remaining  95.7%, 
¥6.9082  trillion  ($50.42  billion)  was  performed  by  large 
corporations.  High  Tech,    p.  13. 

*'  Key  Technologies  Research  and  Development  Credit  (,kiban 
gijutzu  kenkyu  kaihatsu  sokushin  zeisei).  Article  42-4-2  of  the 
Special   Tax  Law. 

^°  See  Stern,  "Japan's  R&D  Tax  Credit  System:  What  the  Sales 
Manager,  Engineer,  Research  Director  and  Executive  Should  Know, " 
Journal  of  the  American  Chamber  of  Commerce  in  Japan,    April  1987. 

^*  Supplementary  technologies  were  added  for  the  period  April  1, 
1988-March  31,  1990,  Denshi,    1987-11,  pp.  36-37. 

^^  The  credit  applies  to  the  "expenses  for  research  and  testing 
into  the  improvement,  study  or  discovery  of  manufacturing 
technologies."  It  is  meant  primarily  to  cover  the  cost  of 
materials,  personnel  and  related  expenses  for  research,  but  also 
allows  as  an  expense  such  items  as  the  portion  of  existing 
facilities  depreciation,  rent,  maintenance  and  outside  procurement 
costs  related  to  the  project.  "Outside  procurement  costs"  likely 
to  be  allowed  include  the  costs  of  having  designs,  models  or 
experimental  equipment  fabricated  by  a  subcontractor,  but  the 
research  itself  may  not  be  sent  outside.   If  one  receives  funding 

( continued . . . ) 
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Technologies  Credit  may  be  used  even  If  a  company  has  no  Increase 
in  research  and  development  expenses  during  the  tax  year.^^ 

The  Key  Technologies  Credit  will  not  benefit  generally  useful 
research;  rather,  the  Japanese  tax  law  itself  encourages  work  on 
highly  specific  technologies,  such  as 

Facilities,  including  internal  construction,  ventilation 
equipment  (with  HEPA  filters  only)  and  automatic  environmental 
control  systems  (that  is,  equipment  that  automatically 
controls  temperature,  humidity,  pressure  and  cleanliness)  to 
create  specialized  rooms  with  a  floor  space  of  less  than  100 
square  meters,  in  which  particles  with  a  diameter  of  0.5 
microns  or  larger  are  suspended  in  the  ambient  air  at  a 
density  of  less  than  100  particles  per  28,316.8  cubic 
centimeters.   (Item  No.l). 

MITI's  explanation  of  the  desired  technology  assists  Japanese 
businessmen  and  researchers  to  understand  the  turgid  tax  lav;  prose. 
For  example,  the  description  above  is  explained  as  "a  higher 
standard  clean  room  than  the  U.S.  Standard  209B  Class  100  clean 
room"^*,  while  the  description  of  the  DNA  synthesizer  apparatus 
desired  by  the  Japanese  tax  authorities  shows  a  picture  of  the 
product  of  an  American  company.  Applied  Biosystems,  Inc.,  Chat  the 
Key  Technologies  Credit  aims  to  improve  in  Japan. ^^ 

Technologies  specified  by  the  Key  Technologies  Credit  include 
some  that  Japan  already  excels  in  ( semiconductor  production 
technology,  flat  panels,  KDTV,  robotics,  metallurgy)  as  well  as 
some  in  which  Japan  has  yet  to  establish  a  clear  lead 
(biotechnology,  rocket  engines,  space  station  environment  control. 


^^(  .  .  .continued) 

from  a  source  outside  of  one's  company  (including  funding  from  the 
Japanese  government )  that  amount  must  be  excluded  from  the  expenses 
eligible  for  the  credit.  High  Tech,    pp.  8-9. 

"  High  Tech,  pp. 10-17.  A  second  system  of  Japanese  research  and 
development  tax  credits,  available  since  January  1,  1968  to  large 
companies  without  regard  to  specified  technologies,  is  not 
discussed  at  length  in  this  article.  This  second  type  of  tax 
credit  requires  that  there  be  an  increase  in  research  and 
development  expenses  during  the  tax  year.  This  system  offers  a 
deduction  of  up  to  20%  of  the  increase  in  qualified  research  and 
development  expenses,  up  to  a  limit  of  10%  of  the  corporate  tax. 
When  used  in  conjunction  with  the  Key  Technologies  Credit  to 
generate  a  total  deduction  for  research  and  development  costs,  the 
limit  is  15%  of  the  corporate  tax.  Handbook,    pp.  114-115. 

"    High  Tech,    p.  32. 

"    High  Tech,    p.  421. 
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optical  fiber,  plastics).  Since,  to  the  author's  knowledge,  the 
current  list  of  Key  Technologies  Credit  fields  of  research  has 
never  been  translated  into  English,  that  list  is  translated  below 
(subjects  in  boldface  are  indicated  by  MITI  to  have  applications  in 
semiconductor  production  technology ) : 

1-1.  Class  100  Glean  Room 

1-2.  Electromagnetic  Emissions  Dampening  Chamber 

2.  Recombinant  DNA  Isolation  Laboratory 

3-1.  Computerized  Infrared  Spectrum  Analyzer 

3-2.  Computerized  Plasma  Spectrum  Analyzer 

3-3.  Spectrum  Analyzer  Using  0.005  Nanometer  Laser 

4-1.  Fluorescent  X-Ray  Spectrum  Analyzer 

4-2-1  X-Ray  Diffractor  For  Peptide  Analysis 

4-2-2  X-Ray  Diffractor  With  slO  Micron  Beam  Width 

4-2-3  Electron  Microanalysis  System 

5-1.  Peptide  Microanalysis  System 

5-2.  Ion  Microanalyzer 

5-3 .  Quadrupole  High-Vacuum  Analyzer 

5-4.  Laser  Son  Analyzer 

5-5  Glow  Discharge  Analyzer 

6.  He-Ne  Laser  Chromatography  Device 

7.  Ion  Chromatography  Device 

8.  Superconducting  24.7  Tesla  NMR  Device 

9.  221  Tesla,  28  GHz  ESR  /  NMR  Device 

10-1.  High-Vacuum,  Mg  Light  X-Ray  Atomic  Analyzer 

10-2  Ion  Beam  Diffraction  Analysis  Equipment 

11-1.  High- Vacuum  Surface  Roughness  Measurement  Device 

11-2.  Electron  Beam  Surface  Analysis  Device 

12-1.  X-Ray  CT  Scanner 
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12-2.  Impulse  Furnace  Computerized  Oxygen  /  Nitrogen  Analyzer 

12-3  Automatic  DNA  /  RNA  Synthesizer 

12-4.  Nucleic  Acid  Multiplier  Device 

13-1.  Nucleic  Acid  Cleaver 

13-2.  DNA  Sequencer 

14.  Automatic  Edman-Method  Peptide  Cleaver 

15-1.  Cell  Micromanipulator 

15-2.  Laser  DNA  Microinjector 

16.  Amino  Acid  Analyzer 

17.  ELISA  Antibody  Analyzer 

18-1.  Chemi luminescence  Measuring  Device 

18-2.  Cellular  Calcium  Density  Measuring  Device 

19.  Multichannel  TAG  Fluorescent  Spectrxun  Analysis 

20-1.  X-Ray  /  Laser  Beam  Fluid  Particle  Counter 

20-2.  Surface  Particle  Measurement  Device 

20-3.  Airborne  Particle  Counter 

20-4.  Condensation  Nucleus  Counter 

21-1.  LED  Beam  Particle  Dispersion  Counter 

21-2.  Laser  Beam  Particle  Dispersion  Counter 

22-1.  High-Temperature  Micro-crack  Stress  Detection  Device 

22-2.  High-Temperature  Hardness  Detection  Device 

22-3.  High-Temperature  Micro-Creep  Detection  Device 

22-4.  Temperature  Stress  Cycling  Apparatus 

23.  Heat  Shock  Testing  Device 

24.  Acceleration  Shock  Deformation  Testing  Device 
25-1.  High-Speed,  High-Pressure  friction  Testing  Device 
25-2.  Repetitive  Motion  Friction  Testing  Device 
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26-1.  Laser  Flash  Heat  Resistance  Testing  Device 

26-2.  Ultra-High  Temperature  Heat  Deformation  Testing  Device 

26-3.  Electrically- Induced  Heat  Deformation  Testing  Device 

27-1.  Amorphous  Material  Continuous  Testing  Apparatus 

27-2.  Amorphous  Material  Vibration  Testing  Apparatus 

28-1.  Divergent  Temperature  Balance  Apparatus 

28-2.  DS  Counter 

29 .  Viscosity  Counters  ( 3  types ) 

30-1  Superconductivity  Critical  Point  Cryostat 

30-2  Superconductivity  Critical  Point  Current  Meter 

30-3  Superconductivity  Critical  Point  Magnetic  Detector 

31-1  Laser  Oscillation  Testing  Equipment 

31-2  Variable  Wide-Band  Laser 

31-3  Optical  Spectrum  Analyzer 

32-1  Solar  Cell  Testing  Device 

32-2  Optical  Fiber  Signal  Loss  Testing  Equipment 

33-1.  aSOMHz  IC  Logic  Tester 

33-2.  si  Micron  Beam  Spot  E-Beam  IC  Fester 

33-3.  Tester  For  SC  Patterns  Of  s20  Microns 

34.  Flat  Panel  Display  Tester 

35-1.  HDTV  CRT  Tester 

35-2.  MUSE  System  HDTV  Signal  Generator 

35-3.  Optical  Data  Storage  Media  Teeter 

35-4.  Magneto-Optical  Data  Storage  Media  Tester 

36-1.  Microsurface  Infra-red  Temperature  Gauge 

36-2.  Infrared  Stress  Gauge 

37.  Semiconductor  Material  Purity  Thermal  Tester 
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Manual  Prober  With  Termlnala  s2.5  Microns 

s20  Angstrom  Surface  Coarseness  Gauge 

Research  Ellpsometer 

Optical  Recording  Media  Tester 

Laser  Beam  Mask  Pattern  Measuring  Equipment 

Computerized  3-D  Mlcromeasurlng  Equipment 
3-D  Robot  Motion  Non-Contact  Measuring  Device 
Outer  Space  Robot  Weightlessness  Simulator 

Machine  Tool  Electromagnetic  Noise  Measuring  Device 

00294 
Optical  Measuring  Device  With  Error  Of   ^ — — —    Meters 

Vibration  Measurement  Device 

Helium  Leak  Detector 

Molecular  Structure  Analysis  Graphic  Workstation 

Multi-user,  Multi-task  Software  Engineering  Workstation 

>400  MFLOPS  Scientific  Supercomputer 

Electron  Microscope 

X-Ray  Mlcroanalyzer 

Scanning  Tunnel  Microscope 

Scanning  Acoustic  Microscope 

High  Temperature  Materials  Analyzer 

Plasma  Arc  Crucible 

E-Beam  Crucible 

Glass  Material  Crucible 

Malleable  Conducting  Polymer"  Process  Apparatus 

Thin  Film  Polymer  Process  Apparatus 

Computerized  Biological  Cell  Sorter 

Centrifugal  Microorganism  and  Cell  Classification  System 
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63.  Nucleic  Acid  Chromatography  System 

64.  Peptide  Refining  System 

65.  ±1°C  Temperature-controlled,  250,000  RPM  Ultracentrifuge 
66-1.  Carbon  Fiber  Filament  Process  Apparatus 
66-2.  Rocket  Nozzle  Graphitized  Carbon  Processing  Apparatus 
66-3.  Fine  Ceramics  Process  Apparatus 
66-4.  Ceramic  Oxide  Fiber  Process  Apparatus 
66-5.  Ceramic  Fiber  Processing  Apparatus 
66-6.  Specialized  Glass  Formation  Apparatus 
66-7.  Ultrahigh  Pressure  Glass  Formation  Apparatus 
67-1  Hot  Isostatic  Press 
67-2.  Hot  Press 

68-1.  Semiconductor  Materials  Anealing  Apparatus 

68-2.  Glass  Plate  Anealing  Apparatus 

69.  Engineering  Plastic  Extrusion  Apparatus 

70  Computerized  Epoxy/Phenol/Polyamide  Plastic  Tester 

71-1  Specialized  Glass  Furnace 

71-2.  High  Purity  Quartz  Glass  Testing  Apparatus 

72.  <10Hz  -  /llOrH^  Imxxpv\L     AvoXrjJOia  EevuipievT 

73.  flOOH^  -  /60rH^  Mixpofoaxue  NextoopK  AvaXxi)l;ep 

74.  J3  YiyaPiT/oexovS    Oi^ep  Onrtix  AiyitoX   ZiyvaX  AvoXTjj^ep 

75.  X2000KY/x^^    Water  Press 

76-1.  Optical  Fiber  Spinning  Apparatus 

It 

76-2:^  Halogen  Glass  Fiber  Optical  Fiber  Spinning  Apparatus 

76-3.  Conducting  Fiber  Spinning  Apparatus 

76-4.  Pitch-Based  Carbon  Fiber  Spinning  Apparatus 

77.  Ceramic  Whisker  Growing  Equipment 
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78.  SlOOA  Ultra-Thin  Film  Deposition  Apparatus 

79-1  ^lOfim   Film  Laboratory  Production  Apparatus 

79-2.  Polymer  Sheet  Extrusion  Apparatus 

79-3.  Heat-Resistant  Film  Production  Apparatus 

80.  Cell  Pattern  Cutting  Device  For  Research  Use 

81.  Optical  Recording  Media  Groove  Production  Device 

82.  Compound  Material  Welding  Device 

83.  Laser  Beam  Cutting  Device 

84.  Turbine  Molding  Device  Using  Ultraplastic  Deformation 

85.  16-dot,  >256  Color  Computer  Printer  Image  Processor 

86.  Ultraprecise  Mirror  Grinder  For  VCRs,  Aircraft,  Copiers 
87-1.  Multi-Axis  Ultraprecise  Machine  Tool 

87-2.  Ultraprecise  Machine  Tool  Using  Computer  Feedback 

88.  Ultraprecise  Photoelectric  Forming  Apparatus 

89.  Ultraplastic  Processor  Using  Particulate  Materials 

90.  Vacuum  Welding  Apparatus 

91-1.  Computer-Controlled  Molten  Metal  Formation  Apparatus 

91-2  Squeeze  Casting  Research  Equipment 

92.  Heat-Resistant  Compound  Material  Fabricating  Device 

93.  Molecular  Beam  Epitaxy  Apparatus 
94-1.  Laser  CVD  System 

94-2.  MOCVD  Crystal  Growth  Chamber 

94-3.  Thermal  Plasma  Reaction  Apparatus 

94-4.  CVD  System 

94-5.  Low-Temperature  Plasma  Apparatus  For  Fiber  Applications 

95-1  Ion  Diffusion  Apparatus 

95-2.  Multiple  Wafer  Ion  Beam  Thin  Film  Apparatus 
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95-3.  Vacuum  Deposition  Chamber  For  Optical  Uses 

95-4.  Multi-Layer  Film  Spattering  Laboratory  Device 

96-1.  Single-Crystal  Pulling  Apparatus 

96-2.  GaAs  Crystal  Growth  Apparatus 

97.  Amorphous  Metal  Foil  and  Fiber  Production  Apparatus 

98.  Titanium  Crystal  Solidification  Research  Apparatus 
99-1.  U.V. -Sensitive  Plastics  Coating  Device 

99-2.  Carbon  Fiber  Coating  Device 

99-3.  Roll  Coating  Device 

99-4.  Carbon  Fiber  Anti-Oxidation  Coating  Device 

100.  Plasma  Beam  Apparatus  For  Liquefying  Tantalum 

101 .  Semiconductor  Pattern  Etching  Device 

102.  Ion  Implantation  Chambers 

104.  Excimer  Laser  Metallic  Film  Growth  Device 

105.  Laser  Trimming  Device 

106-1.  Ion  Beam  Of  ^Sfim   Width  Pattern  Exposure  Device 

106-2.  Shadowmask  Of  ±lfim   Error  Creation  Device 

107-1.  Computerized  Carbon  Fiber  Weaving  Device 

107-2.  Composite  Wire  Production  Equipment 

107-3.  Multilayer  "Prepreg"  Sheet  Production  Apparatus 

107-4.  Ultraprecise  Fiber  Protusion  Device 

107-5.  Spacecraft  Reentry  Heat  Shield  Production  Device 

108-1.  Carbon  Fiber  Surface  Finisher  ("Wet") 

108-2.  Carbon  Fiber  Surface  Finisher  ("Dry") 

108-3.  Carbon  Fiber  Surface  Finisher  ("Plasma") 

109.  Metal  and  Glass  Impregnation  Apparatus 

110.  High  Pressure  Microbiological  Sterilization  Apparatus 
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111.  Automatic  Bacterial  Colony  Manipulation  Device 

112.  Precision  Mass  Cell  Culture  Equipment 
113-1.  N2-O2-CO2  Incubator  For  Recombinant  DNA 
113-2.  Hollow  Fiber  Cell  Culture  Equipment 

113-3.  Microbiological  Colony  Environmental  Ordering  Apparatus 

114.  DNA  Synthesizer 

115.  Peptide  Synthesizer 

116.  Cell  Fusion  Apparatus 

117.  Bioreactor 

118.  HEPA  Filter  Class  100  Clean  Bench 

119.  Recombinant  DNA  Laboratory  Safety  Cabinet 

120-1.  >0.08^m  <0.12;«m  Polystyrene  Latex  Particle  Generator 

120-2  POP  Particle  Generator 

121-1  Outer  Space  Environment  Simulator 

121-2.  Simulator:  Atomic  Oxygen  In  Outer  Space  Production 

122.  Inertial  Moment  Measuring  Device 

123.  3-Axis  Computer-Controlled  Satellite  Movement  Simulator 
124-1  Simulator  For  Degassification  Of  Materials  In  Space 
124-2  Outer  Space  Simulator  For  Materials  Stress  Testing 

125.  Rocket  Engine  Vacuum  Test  Apparatus 

126.  Rocket  Engine  Spin  Test  Apparatus 

127.  Rare  Earth  Recovery  Equipment 

128.  Iron  Ore  Reprocessing  Apparatus  (2  Types) 

129.  Pig  Iron  Continuous  Refining. Process  Apparatus  (2  Types) 

130.  Realtime  Computerized  Continuous  Forming  Apparatus 

131.  Production  Apparatus  For  Ci  Chemistry 

132.  Supercritical  Fluid  Separation  Apparatus 
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How  effective  has  the  Key  Technologies  Credit  been?  Some  of 
the  technologies  Included  on  the  list  of  eligible  technologies 
(such  as  Class  100  clean  rooms  or  400MFLOP  supercomputers),  while 
state-of-the-art  in  1985,  are  no  longer  on  the  forefront  of 
innovation,  although  a  Class  0  clean  room  or  a  lOOOMFLOP 
supercomputer  would  still  qualify  for  the  credit."  It  is  clear, 
though,  that  Japanese  industry's  use  of  research  and  development 
tax  credits  exceeded  $715  million  in  deductions  in  1990,  and  has 
been  at  a  similar  level  for  at  least  the  last  5  years."  The 
cumulative  total  amounts  to  several  billion  dollars  more  in  tax 
incentives  for  the  development  of  key  technologies  than  one 
suspects  has  been  available  to  industry  in  the  United  States. 

Depreciation 

Depreciation  is  a  common  deduction  representing  the 
declining  value  of  an  asset  as  it  goes  from  the  receiving  dock  to 
the  scrap  heap,  but  in  Japan  it  is  increasingly  used  to  stimulate 
new  technologies  and  the  expansion  of  markets.  Accelerated 
depreciation  encourages  manufacturers  to  replace  equipment  rapidly 
in  industries,  such  as  semiconductors,  in  which  technology  may 
become  obsolete  every  few  years.  By  making  it  easier  for 
manufacturers  to  buy  new  semiconductor  production  equipment,  Japan 
also  assists  the  semiconductor  equipment  companies  that  wish  to 
sell  such  equipment.  When  accelerated  depreciation  is  offered  only 
for  specified  mobile  telecommunications  equipment  installed  during 
a  short  period,  the  effect  can  be  one  of  offering  buyers  an 
incentive  to  purchase  new  telecommunications  technology 
immediately,  rather  than  waiting  several  years.  Thus,  depreciation 
in  Japan  is  also  used  to  speed  up  the  growth  of  an  installed  base 
of  certain  technology. 

The  general  Japanese  depreciation  tables  for  high- technology 
assets  are  unremarkable .  ^*  They  become  more  potent ,  however ,  when 


^'  The  typical  wording  for  a  technology  eligible  for  the  Key 
Technologies  Credit  specifies  a  lower  limit  of  technology,  e.g., 
"Class  100  and  below"  or  "400MFLOPS  and  above". 

^'  The  loss  of  tax  revenues  by  the  Japanese  government  due  to 
the  research  and  development  tax  credits  ( including  the  Key 
Technologies  Credit)  was  ¥93  billion  in- 1985,  ¥96  billion  in  1986, 
¥90  billion  in  1987,  ¥93  billion  in  1988,  ¥95  billion  in  1989  and 
¥98  billion  ($715,325  million)  in  1990.  Prior  to  the  introduction 
of  the  Key  Technologies  Credit  for  the  1985  tax  year,  yearly 
deductions  were  ¥27  billion  in  1981,  ¥32  billion  in  1982,  ¥38 
billion  in  1983  and  ¥51  billion  in  1984.  Handbook,    pp.  302-303. 

*•  The  depreciable  life  of  an  asset  for  tax  purposes  is  fixed, 
in  general,  by  the  Ministerial  Order  Concerning  the  Depreciable 
Life  of  Assets  (Genka  shokyaku  shisan   to   talyonensu- to  nl  kansuru 

( continued . . . ) 
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one  realizes  that  added  depreciation  Is  allowed  when  certain  assets 
are  used  operated  more  than  eight  hours  a  day",  or  when  they  are 
used  In  qualified  research  and  development'". 

At  least  since  1979,  Japan  has  offered  accelerated 
depreciation  for  facilities  for  producing  integrated  circuits  of 
more  than  100  elements.'^  It  is  not  unheard  of  for  depreciation 
to  surpass  wages  and  personnel  costs  in  the  financial  structure  of 


"( . . .continued) 

shore! ),  Ministry  of  Finance,  March  31,  1990,  as  amended, 
hereinafter.  Depreciation  M.O.  The  scrap  value  of  most  high 
technology  equipment  is  assumed  to  be  10  percent  of  acquisition 
cost.  Depreciation  M.O.  Schedule  11.  The  depreciable  life  of 
semiconductor  element  production  facilities  is  generally  seven 
years  (asset  class  271),  but  can  be  much  lower  for  the  designated 
semiconductor  production  equipment  discussed  Infra.  Printed 

circuit  board  production  facilities  generally  have  a  six-year  life 
( asset  class  272-2 ) ,  as  do  digital  telecommunications  and 
international  telecommunications  equipment  ( asset  class  343 ) . 
Consumer  or  industrial  electronics  production  equipment 
has  an  11-year  life  (asset  class  267)  and  electrical  measuring 
devices,  telecommunications  equipment  and  components  for  electronic 
equipment  not  otherwise  specified  have  a  10-year  life  (asset  class 
268). 

"  Substantially  all  electronics-related  equipment,  except 
radio  and  television  broadcasting  equipment,  is  assumed  to  be  used 
eight  hours  a  day  in  normal  use,  Reizo  Nakase,  ed.,  Genka  shokyaku 
shisan  taeyo  nensu  hyo  (Tables  of  Depreciable  Assets),  (Tokyo: 
Nozei  kyokai  rengokai,  1990)  pp.  115-120.  If  a  machine  with  an 
eight-hour  official  usage  is  run  for  twenty-four  hours  a  day  365 
days  a  year,  the  excess  depreciation  allowed  in  addition  to  other 
schedules  is 

roughly  16  [i.e.,  24-8]  x     ^^     Ibid,    pp.  368-369.  See  also. 

All  About,  pp.  320-325.  Certain  facilities  are  excluded  from  24- 
hour  depreciation,  such  as  utilities,  research  facilities, 
antipollution  devices  and  storage  machinery.  All  About,    p.  325. 

'°  Buildings  and  rooms  (such  as  clean  rooms)  used  in  research 
have  a  five-year  asset  life;  tools,  measuring  equipment,  projectors 
and  calculating  equipment  can  be  depreciated  over  four  years;  and 
pumps,  motors,  metal  fabrication  devices,  antennas  and  tanks  over 
seven  years.  Depreciation  M.O.    Schedule  9,    Handbook,    p.  74. 

'*  Ministerial  Directive  No.  2-22-2-1  (Taeyo  nensu  tsutatsu) 
2-22-2-1,  Schedule  5,  "Depreciation  Schedule  For  Equipment  and 
Devices  For  New  Industries"  {Shlnkl  sangyo  klkal  oyobl  sochl  no 
taeyo  nensu  hyo).    All  About,    pp.  228-229. 
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a  Japanese  semiconductor  factory. ^^  The  designated  equipment,  with 
the  applicable  depreciable  life  (in  years),  is  contained  in  the 
table  below: 


^^  E.g.,  the  statement  of  a  manager  in  Oki  Electric  Co.,  that  "If 
we  look  at  the  structure  of  expenses,  we  find  that  depreciation  of 
facilities  investment  increases  constantly.  For  example,  if  we 
take  1978  as  a  base,  by  1980  the  figure  is  twice  as  large,  by  1982 
it  is  four  times  as  large,  and  by  1983  it  is  six  times  as  large,  90 
that  there  is  a  doubling  every  two  years.  In  the  past,  personnel 
expenses  were  the  chief  expense,  but  recently  depreciation  is  close 
to  exceeding  personnel  costs,  and  if  we  look  at  bust  the  [costs] 
directly  attributable  to  manufacturing,  depreciation  already 
exceeds  personnel  costs."  Quoted  in  High  Tech  Accounting,    p.  266. 
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Mask  Design  Equipment  4 

Precision  Reducing  Equipment 

4 

Stepper  Equipment  4 

Developing  Equipment  4 

Clean  Benches  5 

Comparators  4 

Grinding  Equipment  4 

Diffusion  Furnaces  3 

Epitaxial  Growth  Equipment  4 

Oxidizing  Furnaces  4 

Mask  Aligners  4 

Developers  5 

Sputtering  Equipment  4 

Aluminum  Furnaces  4 

IC  Testers  4 

Scrlbers  5 

Glow  Bars  4 

CVD  Devices  4 

Mounters  4 

Wire  Bonders  3 

Mold  Presses  4 

Temperature  Controllers  4 

Burn- In  Furnace  4 

High-Temperature  Baths  5 

Low-Temperature  Baths  5 

Other  Testing  Equipment  8 

Other  Inspection  Equipment  4 

Water  Cleaning  Equipment  10 

High-Pressure  Devices  10 

Effluent  Control  Devices  7 

High-Purity  Gas  Fixtures  10 

Cranes  1 5 

Compressors  10 

Water  Pumps  10 

Boilers  15 

Transformers  15 

Electrical  Wiring  15 


Accelerated  depreciation  according  to  the  Japanese  tax  tables 
can  generate  deductions  more  swiftly  than  is  typical  in  the  United 
States  for  similar  equipment,  as  graphically  illustrated  below^': 


Nakaso,  supra,  back  cover.  Depreciable  balances  on  an  asset 
worth  100  are:  Japan,  8  hours  a  day.  Year  1,  46.40,  Year  2,  21.50, 
Year  3,  assumed  scrap  value  of  10.00;  Japan,  24  hours  a  day,  365 

(continued. . . ) 
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Thus,  much  semiconductor  production  equipment  can  be 
depreciated  in  Japan  at  rates  that  approach  the  ideals  sought  by 
the  National  Advisory  Committee  on  Semiconductors  Report. 

Since  1990,  the  Ministry  of  Posts  and  Telecommunications 
("MPT")  has  used  depreciation  under  the  "Tax  Program  for  the 
Efficient  Use  of  Electromagnetic  Spectrum"**  to  promote  the 
efficient  use  of  limited  resources  such  as  the  electromagnetic 
spectrum  by  making  tax  benefits  for  the  use  of  wireless 
telecommunications  equipment  more  widely  available.  Long-term 
goals  of  MPT  include  the  greater  use  of  wireless  telecommunications 
equipment  in  Japanese  society  and  the  promotion  of  the 
telecommunications  industry. *' 

The  Tax  Program  for  the  Efficient  Use  of  Electromagnetic 
Spectrum  offers  special  depreciation  of  qualified  equipment  at  the 
rate  of  30%  of  basis  for  equipment  purchased  in  1990,  20%  of  basis 
for  equipment  purchased  in  1991,  and  10%  of  basis  for  equipment 
purchased  in  1992.*'  Equipment  eligible  for  the  deduction  is 
described  in  detail*'  and  centers  on  automatically- switched  mobile 
two-way  Multichannel  Access   telecommunications  and  Automatic 


**(  .  .  .continued) 

days  a  year.  Year  1,  scrap  value  of  10.00  (deduction  of  102.40 
subject  to  scrap  value  limit);  U.S.,  5-year  straight  line 
depreciation,  scrap  value  of  10.00  assumed.  Year  1,  80.00,  Year  2, 
60.00,  Year  3,  40.00,  Year  4,  20.00.  Year  5,  10.00. 

"  Shuhasu  yuko  riyo  sokushin  zeisei;  qualified  equipment  defined 
in  Special  Tax  Law,  Article  20-11,  Kampo  (Official  Gazette),  March 
31,  1990,  gaigo,    pp.  16-17. 

*^  RCA  News  No.  235  (Bulletin  of  the  Research  and  Development 
Center  for  Radio  Systems),  January  23,  1990,  pp.  1-3. 

**  RCR  News,  supra,  p.  1.  The  tax  plan  also  envisions  a 
deduction  of  7%  of  an  amount  equal  to  60%  of  the  lease  payments  if 
the  qualified  equipment  is  leased,  Nikkan  kogyo  shimbun,  December 
19,  1989,  p.  1,  reporting  on  outcome  of  deliberations  of  the 
Liberal  Democratic  Party  Tax  Policy  Study  Bureau. 

*'  E.g.,  "'common-use  mobile  radio  telecommunications 
transmission  facilities;'  i.e.,  apparatus  used  by  two  or  more 
persons  jointly  using  radio  waves  to  send  a  mobile  radio  signal, 
which  using  a  dedicated  computer  that  operates  to  control  or 
process  data  only,  automatically  selects  an  open  channel  from  5  or 
more  radio  channels  and  has  the  ability  to  transmit  a  signal;  the 
term  also  includes  attendant  computers,  dedicated  printers,  data 
storage  facilities  and  power  supplies.",  Kampo,  March  31,  1990, 
galgo,  p.  17.  The  equipment  must  cost  more  than  ¥1.6  million.  All 
About,    p.  10 
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Vehicle  Monitoring  technology  similar  to  that  offered  in  Japan  by 
Nippon  Motorola,  Ltd  and  other  teleconununications  firms. 

Conclusion 

Tax  breaks  did  not  make  the  Walkman®.  Japan ' s  tax  system  does 
not  create,  manufacture  or  market  new  products,  but  it  does  whittle 
down  even  further  the  monetary  risk  that  Japanese  corporate 
taxpayers  must  take  in  developing  new  products  because,  in  effect, 
the  Japanese  government  cuts  their  taxes  if  they  compete  in  a 
specified  fashion.  Japan's  web  of  tax  incentives  for  industry, 
while  not  seen  as  perfect  even  by  Japanese  businessmen'*,  offers 
an  explanation  of  Japanese  technological  cooperation  far  more 
understandable  to  Washington  than  alien  notions  of  keiretsu  or 
"government  large-scale  projects."  Already  some  of  the  more 
politically  active  segments  of  American  industry,  such  as 
semiconductor  makers,  have  sought  Congressional  sponsorship  of 
legislation^'  to  remove  portions  of  U.S.  tax  law  that  impede  their 
ability  to  compete  with  a  Japanese  semiconductor  industry  favored 
with  special  credits  and  depreciation.  The  rest  of  high  technology 
manufacturing  in  America  could  also  benefit  by  removing  its 
blinders,  studying  Japan's  technology-spurring  tax  system,  and 
putting  on  its  green  eyeshades  to  work  for  a  more  competitive 
industrial  tax  system  in  the  United  States. 


'®  Companies  such  as  Mitsubishi  Heavy  Industries,  Sumitomo 
Electric,  Hitachi  Ltd,  Nissan  Motors,  Tokyo  Electric  Power  Company 
and  the  Toray  Research  Center  reportedly  formed  the  Research 
Industry  Association  (Kenkyu  sangyo  kyokai)  on  February  27,  1991. 
The  Association  seeks  to  address  problems  in  Japan's  research  and 
development  tax  system  that,  in  the  words  of  one  organizer,  "are 
difficult  for  each  company  to  solve  by  itself,  but  if  left  alone 
would  lead  to  an  increase  in  international  criticism  of  Japanese 
research  and  development  and,  it  is  feared,  might  even  lead  to  a 
cessation  of  Japanese  industry, "  Nikkei  sangyo  shimbun,  March  4, 
1991,  p.  2. 

"  The  Semiconductor  Investment  Act,  H.R.  3273  (introduced  August 
2,  1991  by  Representative  Pickle  (D.,  Texas))  and  S.  1786 
(introduced  October  1,  1991  by  Senator  Baucus  (D.,  Montana)). 
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RICO  Meets  Keiretsu:  A  Response  to 
Predatory  Transfer  Pricing 


James  D.  Harmon^  Jr.* 

Abstract 

Japanese  cartels  known  as  keiretsu  pursue  illegal  transfer  pricing  poli- 
cies which  cost  American  taxpayers  billions  of  dollars  and  place  Ameri- 
can businesses  at  a  competitive  disadvantage.  KeircaM-amtroUed  subsid- 
iaries located  m  the  United  States  buy  goods,  financial  products  or 
seruicesfrom  their  Japanese  parent  at  fraudulently  inflated  prices.  Their 
dual  purpose  is  to  creaU  artificial  business  expekies  and  costs  (thereby 
reducing  taxable  income  and  paying  little  or  no  United  States  corporate 
income  tax)  and  to  gain  an  edge  on  Ainerican  businesses  through  tax 
evasion. 

Mr.  Harmon  proposes  that  .\merican  businesses  respond  to  this  prob- 
lem with  techniques  normally  tued  against  organized  crime.  The  Racket- 
eer Influenced  and  Corrupt  Organizations  Act  (RICO)  can  combat  the 
anti-c6mper.tive  market  effects  of  keiretsti.  When  transfer  pricing  dam- 
ages American  businesses  through  tax  evasion  and  money  laundering. 


*.  The  author  was  the  Executive  Director  and  Chief  Counsel  of  the  President's  Com- 
mission  on  Organized  Crime  during  the  Reagan  Administration  (1984-1986),  is  cur- 
rently  a  partner  m  the  New  Yorlc  law  firm  of  Bower  &  Gardner  and  has  successfully 
argued  before  the  United  States  Supreme  Court.  E.S.,  United  States  Military  Academy, 
1963;  J.D..  Dickinson  School  of  Law,  1971;  L.LAL,  New  York  University  School  of 
Law,  1977. 

The  author  wishes  to  acknowledge  the  awiitanrr  of  Allen  Hobbs  of  Bower  &  Gard- 
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RICO's  trtbU  damage  provisioiu  provitU  than  with  tht  means  to  recooer 
lost  profits. 

RICO  provides  a  juridical  approach  to  what  has  been  treated  as  a 
matter  of  tJitematienal  dipiomacy.  By  offering  a  domestic  legal  solution 
to  curb  corporate  Japan's  predatory  trade  practices,  Mr.  Harmon  un- 
dertakes to  neutralize  Japan 's  powerful  political  resources  and  provide  a 
private  remedy  Jbr  harmful  trade  practices  which  the  Government  has 
been  unable  to  controL 
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L    Introduction 

Keiretsu,  Japan's  closed  loop  producdoh  and  financial  enterprises^ 
give  Japanese  business  the  advantage  of  an  uneven  playing  field  when 
they  do  business  in  the  United  States.  For  the  past  several  years,  a  de- 
bate has  r^ed  in  the  business  community  on  what  to  do  about  iL  For 
example,  Charles  Ferguson  of  the  Massachusetts  Institute  of  Technol- 
ogy's Center  for  Technology,  Policy  and  Industrial  Devdopment  argues 
that  keiretsiL,  eng^ing  in  **tedino-industrial  Pniwianfsm,'**  have  all  but 
caused  United  States  manufacturers  to  lose  the  ten  billion  dollar  worid 
semiconductor  market.'  As  a,  response,  economist  and  author  George 
Gilder  favors  the  tridde-up  eSccc  of  American  individualism  combined 
with  new  technology  as  a  defense.'  Fergtison,  however,  rejects  Gilder's 


1.  Ouries  H.  Fosuson,  America's  Hi^  Tech  Deetiae,  74  Forocn  Pol'y  123, 140 
(1989).  _  , 

2.  Charlesnti.  fa^aaoa.  Computers  and  the  Coming  tfthe  US.  Xmttm,  Hakv. 
Bus.  Rxv.,  July-Aug.  1990,  at  55,  56. 

3.  Gcorp  GUder,  The  Rtmtalization  of  Everything:  The  Law  of  the  MiBrwam, 
Harv.  Bio.  Rev.,  Mar.-Apr.  1988,  at  49;  see  also  GcoBCZ  Goont,  Mkrooosm:  The 
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faith  in  small  entrepreneurial  companies  as  an  inadequate  response  to 
the  Japanese  challenge  to  the  computer  industry.  Labelling  Gilder's 
"law  of  the  microcosm"  as  voodoo  competitive  doctrine,  Fergxison  pro- 
poses United  States  keiretsu,  rather  than  individualism,  as  the  answer/ 

Silicon  Valley  innovators  cannot  agree  either.  T.J.  Rodgers,  CEO  of 
Cypress  Semiconduaor,  endorses  Gilder's  ode  to  rugged  entrepreneurial- 
ism.  On  the  other  hand,  Roben  Noyce,  CEO  of  Sematech,  the  industry 
and  government-funded  semiconductor  research  consortium,  calls  Rod- 
gers' approach  false  hope  and  high-tech  fiction.  Noyce  hopes  for  a  "well 
aimed  light"  to  help  American  business  fiiid  the  way." 

As  the  debate  continues,  beseiged  American  business  seems  content 
only  to  hope  that  American  government  subsidy  or  a  change  in  govern- 
ment trade  policy  present  a  solution.  IBM  and  Apple  Computer  seem  a 
notable  exception.  Their  recently-announced  research  collaboration  to- 
develop  the  personal  computer  for  the  1990s  may  be  a  big  step  in  Fergu- 
son's direction,  although  IBM's  recent  reorganization  plan,  which  counts 
on  innovation  fostered  through  decentralizadon,  seems  -  to  adopt  the 
Gilder/Rodgers'  approach.' 

Congressional  lawmakers  of  all  stripes  have  jumped  on  the  band- 
wagon seizing  the  opponvmity  to  bash  foreign  corporations  as  the  cause 
of  everything  from  die  budget  deficit  to  higher  taxes,  but  with  litde  to 
show  for  their  tub-thumping.^ 

Meanwhile,  vinually  the  entire  American  business  lobby  in  Washing- 
ton rails  at  the  federal  anti-racketeering  statute  known  as  the  Racketeer 
InHuenced  and  Corrupt  Organizations  \a.  (RICO)*  pressuring  Congress 


Quantum  Revolution  in  Economics  and  Technouxtt  (1989). 

4.  Charies  H.  Ferguson,  From  tiu  PeopU  Who  Brought  You  Voodoo  Economia, 
Hakv.  Bus.  Rev.,  May-Jun.  1988,  at  55,  62. 

5.  T.  J.  Rodjen  &  Robert  Noyce,  Debating  George  GUdtr's  Microcosm:  T.J.  Rod- 
gers  vs.  Robert  Noyce,  Harv.  Bus.  Rev.,  Jan.-Fefa.  1990,  at  24,  36.  T.  J.  Rodgers 
practices  what  he  preaches.  Cypress  Semiconductor  is  operated  through  a  system  of  "per- 
petual entrepreneurshtp"  in  which  semi-independent  companies  are  spun  off  to  design 
and  manufacttur  new  products.  Richard  Brandt,  Tiu  Bad  Bay  ofSiUeon  Valley,  Bus. 
Wk.,  Dec  9,  1991,  at  64-70. 

6.  It's  Official:  IBM  and  AppU  Tu  Th*  Knot,  Bus.  Wil,  Oct.  14, 1991,  at  54;  John 
W.  Verity  et  aL,  7%«  New  IBM,  Bus.  Wic,  Dec  16,  1991,  at  112. 

7.  Limited  congressional  activity  has  focused  on  barring  foreign  investment  and  in- 
creasing reporting  requirements.  In  1988,  'as  amended  in  1990,  Congress  gave  the  Presi- 
dent limited  power  to  block  forfcign  investment  which  threatened  national  security  inter- 
ests. The  Omnibus  Trade  and  Competition  Aa  of  1988.  Other  bills  introduced,  but  not 
enacted,  would  have  required  foreign  investors  to  maice  public  filings  with  ropea  to 
their  United  Sutes  based  operations.  H.R.  5,  lOIth  Cong.,  1st.  Sess.  (1989). 

8.  18  U.S.C.A.  §§  1961-68  (West  1984  Sl  Supp.  1991). 
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to  water  it  down  to  the  point  where  ft  &  so  diluted  that  it  loses  its  po- 
tency.* With  typical  shortsightedness,^Amcrican  business  misses  the 
point  that  RICO  could  reverse  the  tide  of  keiretsu  transfer  pricing  prac- 
tices that  cost  the  Internal  Revenue  Service  (IRS)  billions  of  dollan  and 
give  Japanese  companies  a  competitive  advantage  in  certain  American 
markets.  They  should  rethink  their  position  on  RICO.  RICO  is  the 
hammer  that  American  business  has  been  looking  for,  but  now  seems 
prepared  to  throw  away  without  even  using. 

n.    New  Rules  of  Engagement 

This  Article  introduces  into  the  debate  a  stcp-by-siep  plan  of  legal 
action  for  American  business  to  combat  some  of  the  market  effects  of 
keiretsu,  a  key  element  of  Japan  Inc's  industrial  order  of  battle.  It  is 
premised  on  viewing  the  problem  from  an  American  perspective  and  us- 
ing a  uniquely  American  approach  now  within  die  control  of  U.S.  com- 
panies— hardnosed  litigadon  on  the  scale  of  Godzilla  meets  King  Kong. ' 
The  plan  would  be  to  seize  the  initiative  and  play  by  American  rules 
in  United  States  markets,  thus  neutralizing  die  achrantages  of  keiretsu 
activity  through  means  normally  used  to  prosecute  organized  crime- 
One  word  of  caution— ithe  approach  advanced  is  only  a  solid  counter- 
attack intended  to  stabilize  segments  of  certain  industries.  It  would  only 
buy  time  for  the  resoludbn  of  the  principles  of  "Gilder  and  Ferguson, 
both  of  whom  seem  to  know  what  they  are  talking  about.  I  cannot  speak 
with  their  authority  on  economic  theory.  But  I  do  accept  their  mutual 
premise  that  the  martial  nature  of  Japanese  business  methods  poses  a 
real  challenge,  if  not  a  threat,  to  American  business  if  left  unansweretL 

m.    Modus  Operandi 

Japanese  keiretsu  engage  in  canel-Iike  conduct  characterized  by  sup- 
plier-buyer relationships  impenetrable  to  American  companies,  by 
groups  of  companies  related  finandally,^.  through  mutual  shareholding** 
and  interlocking  direaorates,  and  by  technological  interdependence.  Ri- 


9.  See  H.R.  101-975,  lOlst  Cong.,  2d  Seas.  (1990);  H.R.  1717,  I02d  Cong.,  2d  Ses«. 
(1991);  S.  438,  lOln  Cong.,  2d  Seas.  (1991). 

10.  See,  e.g.,  Koxo  Yamamura,  Will  Japan's  Eeonmnc  Structure  Change?  Confes- 
sions  of  a  Forvur  Optimist,  in  Japan's  Economic  Structtjue  Should  It  Change? 
13,  28-36  (Kozb  Yamamura  cd.  1990)  (hereinafter  Japan's  Economic  STRUcruK£|;j«# 
also  John  O.  Haley,  Vfeak  Lam,  Strong  Competition,  and  TratU  Barritrs:  Competitive- 
ness as  a  Disincentive  to  Foreign  Entry  Into  Japanese  Markets,  m  Japan's  Economic 
Structote,  id.,  at  203,  213-24. 
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valry  is  suppressed  with  the  goal  of  displacing  foreign  competitors.** 
Keiretsu  enterprises  give  Japanese  firms  some  significant  advantages,  in- 
duding  easy  access  to  low  cost  capital,  a  long  term  focus  secured  through 
stable  shareholding,  and  a  captive  market  for  their  goods  and  services." 
Organized  crime  infiltration  of  the  financial  arms  of  some  keiretsu — an 
idea  once  thought  of  as  xenophobic  drivel — no  longer  can  be  dismissed." 


U.  See,  e.g.,  Giovanni  Dosi  et  al..  Trade,  TecAjiabgies  and  Development:  A  Frame' 
work  for  Discussing  Japan,  in  Pouncs  and  PRODUcnvmr:  The  Rzal  Story  or 
Why  Japan  Works  3,  32-34  (Chalmen  Johnson  «  aL  eds.  1989)  (hereinafier  PpUT- 
ics  AND  ProduluvuyJ;  Michad  Gcriach,  Keiretsu  Organization  in  the  Japanese 
Economy:  Analysis  and  Trade  Implications,  in  Pouncs  and  Prooucuvuy,  id.,  at 
141. 

12.  Marie  Anchordoguy,  A  Challenge  to  Free  Tradef  Japaruse  Industrial  Target', 
ing  in  the  Computer  and  Semiconductor  Industries,  in  Japan's  Economic  Strcc- 
TURE,  supra  note  10,  at  301,  325-27. 

13.  Recently,  the  presidents  of  two  major  Japanese  securities  firms,  Nomura  Securi- 
ties Co.  and  Nikko  Securities  Co.,  resided  after  reports  in  the  Japanese  press  that 
Susumu  Ishii,  a  retired  leader  of  the  Yakuza  mob,  made  millions  through  these  firms. 
Karen  L.  Miller,  Suddenly  the  Japanese  Mob  Is  Out  of  the  Shadows.  Zvs.  Wk.,  July  8, 
1991,  at  29.  According  to  press  accounts,  affiliates  of  these  firms  and  a  bank  loaned  Ishii 
about  S300  million,  which  he  used  to  purchase  stock  in  a  railway  company  whose  stock 
then  appreciated  as  a  result  of  questionable  trading.  This  reaped  huge  profits  to  Ishii, 
which  were  then  illegally  invested  overseas.  Ishii,  who  also  repcnedly  purchased  an  in- 
terest in  a  Houston  software  company  and  a  New  York  financial  services  company,  made 
about  S287  million  when  Nikko  and  Nomura  affiliates  and  others  ptirchased  worthless 
golf  dub  membership  certificates  from  a  dub  that  Ishii  ownetL  Id.  In  testimony  before 
Parliament,  Nomura's  former  chairman  testified  thai  he  could  not  remember  who  intro- 
duced Ishii  to  Nomura — an  introduction  that  he  had  rnalled  until  the  day  of  his  testi- 
mony. James  Stemgold,  Testimony  On  Brokers  in  Tokyo,  N.Y.  Times,  Aug.  30,  1991  at 
D6. 

More  recently,  press  reports  have  detailed  how  between  one  and  three  billion  dollars 
in  loans  from  some  of  Japan's  most  prominent  banks  were  fuimelled  through  a  trucking 
company  to  Yakuza  controlled  businesses  and  to  Japanese  poUtidans.  The  loans  to  the 
trucking  company  are  said  to  be  uncoileoable.  Another  Scandal  in  Japan,  This  Time 
Involving  BiUions,  N.Y.  Times,  Feb.  23,  1992,  at  D3. 

The  Yakuza  does  not  operate  in  the  shadows  as  does  the  Mafia.  Instead,  it  chooses  to 
be  a  highly  visible  pan  of  Japanese  sodety  earning  annual  revenues  estimated  at  about 
$10  billion  and  holding  S3.6  billion  of  stock  in  legitimate  companies.  Miller,  supra,  at 
29.  Its  techniques  of  corporate  extortion  indude  sokaija,  a  form  of  blackmail  whereby 
Yakuza  members  intimidate  board  members  at  annual  public  shareholders  meetings  by 
threatening  to  disdose- damaging  information  about  a  company  or  its  management.  The 
Yakuza  is  adaptable  enough  to  make  its  sokaija  services  available  to  management  as  a 
means  to  silence  dissenting  shareholders.  Albert  J.  Allttzhauser,  The  House  or 
Nomura:  TRe  Inside  Story  or  the  Legendary  Japanese  Oymasty  281-82  (1990). 
Forty  percent  of  2,000  companies  responding  to  a  police  survey  said  they  had  recdved 
extortionist  threats,  and  one-third  of  those  paud  off  in  amounts  from  $750  to  $775,000. 
The  problem  has  gotten  so  bad  that  thousands  of  shareholders'  meetii^  are  held  on  the 
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Keiretsu  are  the  means  by  which  Japan  Inc  is  pursuing  a  nadonai 
business  strategy  for  dominance  in  the  global  marketplace.  Historically, 
keiretsu  penetration  of  the  United  States  market  has  followed  a  now  fa- 
miliar two  step  process.  First,  huge  quantities  of  equivalent  or  superior 
produces  (such  as  color  televisions,  VCRs,  and  stereo  components)  are 
shipped  to  the  target  United  States  market  at  very  low  prices,  that  is, 
prices  below  the  level  at  which  American  competitors  could  profitably 
sustain  production  over  some  reasonable  term.  Short-term  profitability 
does  not  matter  because  the  process  is  sustained  by:  a  pre-existing  canel 
serving  the  Japanese  market  in  which  high  prices  can  be  charged;  recip- 
rocal institutional  equity  ownership  that  precludes  stock  sale  (and  deval- 
uation) on  low  profit  outcomes;  a  lower  cost  of  capital;  and  the  strategy 
itself,  which  operates  over  a  long  time-horizon. 

Ultimately  the  United  States  target  market's  producers  and  competi- 
tors are  driven  out  with  a  few  stragglers  resorting  to  off-shore  produc- 
tion. The  target  national  market  gradually  accepts  the  low-value-added 
role  of  a  warehouser  or,  at  best,  an  assembler.  Once  this  occurs,  the 
second  phase  begins.  Distribution  channels  can  be  intimidated  and  domi- 
nated. And  more  significantly,  transfer  prices  to  the  warehouser  or  as- 
sembler can  be  raised  to  almost  any  level.  Political  resistance  can  be  neu- 
tralized, or  at  least  contained,  by  nationally  coordinated  lobbying,  public 
relations,  and  promotional  efforts. 

Domestic  corporations  are  victimized  when  tax  schemes  are  exponed 
into  the  United  States,  along  with  the  goods  the  keiretsu  produce  and  the 
finances  and  services  they  offer.  Some  keiretsu  apparently  diarge  artifi- 
cially high  prices  known  as  transfer  prices  when  selling  goods  or  provid- 
ing services  to  their  United  States  based  subsidiaries  and  distributors. 
This  causes  their  United  States  operations  to  operate  perennially  at  a 
loss  or  with.uneconomically  low  profit  margins,  notwithstanding  steadily 
increasing  sales.^*  In  effect,  profits  are  laundered  out  of  the  United 
States,  resulting  in  a  substantial  underpayment  of  federal  and  state  in- 
come taxes.  A  purely  domestic  corporation  inflating  e:q)enses  to  reduce 
taxable  income  undoubtedly  would  face  a  criminal  tax  evasion  prosecu- 
tion. American  competitors  have  yet  to  find  a  l^al  remedy  to  counter  the 


same  day  to  minimize  the  Yalcuza's  efibns  to  disrupt.  PolU*  Unprtctdtntlj  Dtmand 
Business  Groups  to  Cut  Yakuxa  Tits,  Asahi  News  Service,  June  28,  1991,  available  in 
LEXIS,  Nexis  Library,  ASAHI  File;  Greedy  Gansters  are  Putting  the  Squeeze  on  Cor> 
porate  Japan,  Reuters,  Dec.  31, 1990,  avatlabU  in  LEXIS,  Nexis  Library,  ReuterxFile. 
.14.  Tax  IjndtTpajmmts  By  US.  Subsidiarits  of  Fonign  Companits:  Htaringt 
BtfoTt  tiu  Subcomm.  on  Ovtrsigkt  of  the  House  Ways  and  Means  Comm.,  101st  Cong., 
2d  Sess.  149  (1990)  [hereinafter  Tax  Underpajmmts]  (statement  of  IRS  Case  Manager 
Neil  McNuIty). 
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competitive  advantage  gained  through  tliis  foreign  initiated  fonn  of  tax 
evasion. 

The  potential  for  transfer  price  manipulation  should  increase  with  Ja- 
pan Inc's  escalating  direa  investment  in  the  United  States.  From  1986 
through  1989,  corporate  Japan's  direa  investment  through  affiliate  com- 
panies increased  by  ninety-eight  percent.  During  the  same  period,  corpo- 
rate Japan  increased  its  United  States  direa  investment  tenfold  through 
corporate  acquisitions.*' 

The  success  of  keiretsu's  predatory  and  monopolistic  transfer  pricing 
praaices  has  forced  many  segments  of  American  business  into  a  veritable 
defensive  perimeter.  The  RICO  hammer  offers  a  strategic  counterstrbke, 
attacking  the  tax  fraud  Achilles  heel  of  Japan  Inc.,  to  re-establish  genu- 
ine competitiveness.  A  more  precise  definition  of  keiretsu  is  no  more  nec- 
essary to  address  transfer  pricing  schemes  than  it  was  necessary  to  define 
organized  crime  in  order  to  reach  gangster  Al  Capone  for  tax  evasion." 

This  process  of  profit  laundering  is  not  vmique  to  Japan  Inc  Italian 
financier  Michele  Sindona,  a  man  with  political,  Vatican,  and  mob  ties 
who  caused  the  collapse  of  the  Franklin  National  Bank,"  first  described 
cross-border  tax  evasion  through  inflated  prices  to  me  when  I  was  ana- 
lyzing the  phenomenon  of  money  laundering  for  the  President's  Com- 
,  mission  on  Organized  Crime."  He  offered  this  service  to  his  clients 
which  made  his  law  firm  the  most  successful  in  Milan,  Italy.**  Sindona 
saw  the  process  for  what  it  was — tax  evasion — so  that  when  Italy  made 
tax  evasion  a  crime,  he  claimed  to  have  stopped  doing  11** 

Federal  anti-money  laundering  laws,  which  the  President's  Commis- 
sion proposed  and  which  Congress  adopted  in  1986,  owe  much  to 
Sindona's  insights.  Sindona's  grandiose  sounding,  but  correct,  view  that 
the  real  evil  of  money  laundering  is  its  power  "to  consume  entire  seaors 


15.  Alan  J.  Auerbach  and  Kevin  Hassett,  Taxation  and  Foreign  Direct  Imrestment 
gt  the  United  States:  A  Reconsideration  of  the  Evidence  at  16,  17  presented  as  a  working 
paper  at  the  Conference  on  the  International  Aspects  of  Taxation,  Cambridge  National 
Bureau  of  Economic  Research,  Inc  (Sept.  27,  1991).  However,  a  recent  press  report 
indicates  that  the  Japanese  are  reducing  their  investment  abroad,  James  Stemgold,  Japa- 
nese Shifting  Investment  Flow  Bade  Home,  N.Y.  Times,  .Mar.  22,  1992,  at  Al. 

16.  Capone  v.  United  States,  36  F.2d  927  ^th  Cir.),  cert,  denied,  286  U.S.  553 
(1932). 

17.  Sindona  v.  Grant,  619  F.2d  167  (2d  Cir.  1980);  President's  Commission  on 
Organized  Crime,  Interim  Report  to  the  President  and  Attorney  Generau 
The  Cash  Connection:  Organized  Crime,  Financzal  iNsrmmoNS  Atm  Money 
Laundexinc'83  n.3  (1984). 

18.  Nick  Tosches,  Power  on  Earth  87-98  (1986). 

19.  Id. 

20.  Id. 


291 


to  VANDERBILT  JOURNAL  OF  TRANSNATIONAL  LWV  /VoL  23:3 

of  .  .  .  economies,  transforming  them  into  ftudi  of  an  international  .  .  . 
oligarchy  beyond  the  reach  of  the  law,"**  is  an  apt  description  of  the 
Bank  of  Credit  and  Commerce  International  (BCCI)  which  succumbed 
to  these  anti-money  laundering  laws**  Federal  anti-money  laundering 
laws,  when  used  in  combination  with  the  RICO  statute,  also  could  reach 
transfer  pricing  schemes  involving  income  tax  evasion. 

-  IV.    Tax  Fraud  in  the  Buxions 

The  United  States  Treasury  loses  billions  of  dollars  in  tax  revenues 
annually  through  transfer  pricing  techniques  which  launder  profits  over- 
seas to  tax  havens.  The  precise  amount  of  lost  tax  revenues  is  difficult  to 
quantify,  but  the  indications  and  estimates  are  staggering.  IRS  Commis- 
sioner Fred  T.  Goldberg  has  concluded  that,  as  a  result  of  transfer  pric- 
ing abuses,  the  United  States  government  is  being  shonchanged  billions 
of  dollars  annually.^  Foreign  controlled  corporations  doing  business  in 
the  United  States  paid  only  4.4  billion  dollars  in  federal  income  taxes  in 
1987  [See  Chan  <?1],  but  reponed  taxable  income  as  a  percentage  of 
their  gross  receipts  that  was  less  than  half,  the  taxable  income  reponed 
by  American  companies  doing  business  in  the  United  States.**  [See 
Chan  #2].  One  Congressional  investigator  has  estimated  that  foreign 
companies  operating  in  the  United  States  underpaid  16.5  billion  dollars 
in  federal  income  taxes  in  1987.  alone.**  v^ 

A  House  Ways  and  Means  Committee  study  of  ten  years  of  income 
tax  returns  of  ihiny-six  foreign  owned  automobile,  motorcyde,  and  elec- 
tronics equipment  distributors  indicated  that  one-half  of  them  paid  little 
'or  no  United  States  taxes.  [See  Box  #1]  One  foreign-owned  company 
sold  more  than  3.5  billion  dollars  in  goods  in  the  United  States,  had 
gross  profits  of  almost  600  million  dollars  and 'paid  only  500  dollars  in 
federal  income  taxes  during  that  ten-year  period.** 

If  these  figures  even  approach  the  norm,  transfer  pricing  sdiemes 
could  account  for  a  significant  pan  of  the  international  trade  deficit  with 


21.  Id.  ai  89. 

22.  Jonathan  Beaty  &  S.C  Gwynne,  The  Dirtust  Batik  o/AU,  TatE,  July  29,  1991, 
at  42-47. 

23.  Tax  UndtTpajmmts,  supra  note  14,  at  62  (tesdmony  of  Fred  T.  Goldberg.  IRS 

Ginunissioner).  - 

24.  Id.  at  65. 

25.  William  Tripiett,  Staff  Member,  Senate  Foreign  Relations  Conunittee.  Remarla 
of  the  U.S.  fiiuinea  4  Industrial  Council  News  Conference,  Oct  9,  1990,  aoaiiablt  m 
LEXIS,  Nexis  Library,  Current  File.  l-  '- 

26.  Tax  UndtrpaymtnU,  supra  note  14,  at  15  (opening  Statement  of  Chairman  J.J. 
Pidde). 
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BOX  NO.  1 

A  TEN  YEAR  SNAPSHOT 

The  House  Ways  and  Means  Committee  analyzed  the  fed- 
eral income  tax  returns  filed  over  a  ten  year  period  by  36  foreign 
owned  U.S.  distributors  of  automobiles,  motorcycles  and  electronics 
equipment  including  televisions,  stereos,  FAX  machines  and 
VCR's.  The  study  produced  the  following  conclusions: 

•  One-half  of  the  companies  paid  litde  or  no  federal 
income  tax; 

•  The  major  tax  issue  for  these  companies  before  the 
IRS  is  reduction  in  taxable  income  through  transfer 
pricing; 

•  Most  of  the  36  companies  engaged  in  questionable 
transfer  pricing  practices; 

•  The  18  electronics  distributors  reported  S116  billion 
in  gross  receipts  and  paid  only  S654  million,  or  one 
half  of  1  percent,  in  Federal  income  tax; 

•  Only  nine  electronics  companies  reponed  positive 
taxable  income;  \ 

•  Eight  of  the  automobile  and  motorcycle  companies 
paid  no  federal  income  tax  and  IRS  has  proposed 
S2.5  billion  in  adjustments  to  income; 

•  A  foreign  parent  sold  television  sets  to  an  unrelated 
distributor  for  SI 50,  while  its  subsidiary  paid  S250 
for  the  same  model; 

•  One  foreign  automobile  manufacturer  sold  cars  to 
its  U.S.  distributor  at  prices  averaging  S800  more 
than  identical  cars  shipped  to  its  Canadian  distribu- 
tor. -       •:  * 


Source:  House  Ways  and  Means  Committee 

Based  on  Internal  Revenue  Service  data. 


295 


t4  VANDERBJLT  JOURNAL  OF  TRANSNATIONAL  LiW   "  [VoL  25:3 

Japan,  over  fifty  percent  of  which  is  in  autos  and  auto  pans.**  Further- 
more, the  problem  is  likely  to  worsen.  The  Office  for  the  Study  of  Auto- 
motive Transportation  at  the  University  of  Michigan  predicts  that  the 
automobile  and  auto  pans  trade  deficit  with  Japan  will  widen  from  31.1 
billion  dollars  in  1990  to  45.7  billion  dollars  in  1994  in  current  dollars.** 
Japanese  automotive  companies  have  a  dear  predisposition  towards  im- 
porting parts  from  Japan  for  assembly  in  the  United  States.  Edward  M. 
Graham  and  Philip  R.  Krugman,  fellows  at  the  Institute  for  Interna- 
tional Economics,  have  concluded  that  United  States  based  Japanese 
manufaauring  operations  are  three  times  as  likely  to  import  pans  from 
Japanese  suppliers  for  assembly  in  the  United  States  than  the  average 
foreign-controlled  affiliate  does  from  its  domesdc  suppliers.**  Reports 
published  during  President  Bush's  January  1992  trip  to  Japan  indicated 
that  corporate  Japan  will  increase  the  output  at  its  United  States  trans- 
plants by  roughly  fifty  percent  in  the  next  two  or  three  years.**  Econo- 
mist Clyde  Prestowitz  of  the  Economic  Strategy  Institute  calculates  that 
the  net  impaa  of  Japanese  auto  transplants  has  been  a  loss  of  about 
eighty-three  thousand  jobs  and  6.3  billion  dollars  in  gross  national 
product.** 

Available  evidence  suggests  that  either  Japan  Inc  is  committing  tax 
evasion  on  a  massive  scale  or  it  does  not  know  the  value  of  the  goods  and 
services  it  produces.  Japan  Inc  has  earned  steadily  increasing  revenues 
in  the  United  States  during  1983  to  1987,  yet 'produced  an  anomalous 
decrease  in  net  income  during  the  same  period.  [See  Chan  #3].  A  con- 
gressional study  of  IRS  tax  return  data  concluded  that  foreign  subsidiar- 
ies of  United  States  companies  operating  abroad  "generally  earn  at  8  to 
10  percent  pretax  net  operating  profit  on  their  business  receipts,"  while 
United  States  subsidiaries  of  companies  from  Japan,  Canada,  United 
Kingdom  and  West  Germany  operating  in  the  United  States  earned  only 
O.i  percent  on  receipts,  hardly  a  reason  to  do  business  here.** 


Z7.     S£A.N  P.  Mc.\UNOEN  ET  AI.,  ThC  UnIV.  OF  MiCHICAN  TraNSP.  RESEARCH 

Lnst.,  Report  No.  UMTRI  91-20,  The  U.S.-Japa.n  Altdmotive  Bilateral  1994 
Trade  DEFicrr  2  (1991). 

28.  Id.  uTL 

29.  Edward  M.  Graham  Sl  Paul  R.  Krccman,  Lnst.  for  Internat'l  Eco- 
nomics, Foreign  Direct  Investment  in  the  UNnro  States  78  (2d  ed.  1991). 

30.  David  E.  Sanger,  Trad*  Mission  Ends  m  a  Ttns*  Meeting  About  Autos,  N.Y. 
Times,  Jan.  10,  1992,  at  Al,  All. 

31.  Clyde  PRESTOwrrz  et  al..  Economic  Sttiatecy  Inst.,  The  Case  for  Sav- 
ing THE  Big  Three  2  (1992).  I'. 

32.  Tax  Undtrpajmtnts,  supra  note  14,  at  96  (tesdnooy  of  Charles  S.  Triplett, 
Deputy  Asso&  Chief  Counsel,  IRS). 
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A  separate  study  of  federal  corporate  income  tax  returns  from  1980  to 
1987  found  various  reasons  for  the  low  rate  of  return  for  foreign  corpo> 
rations  in  the  United  States.  The  authors  of  the  study  found,  for  exam- 
pie,  that  one-half  of  the  difference  in  profitability  could  be  explained  by 
a  maturation  process  that  all  foreign  corporations  undergo  in  the  United 
States  market,  or  by  exchange  rates  having  a  significant  effea  on  foreign 
corporations'  profitability,  or  by  asset  revaluation  distorting  the  ratio  of 
taxable  income  to  assets,  or,  finally,  by  the  effea  on  profits  of  outside 
purchases  and  investment  income.  The  authors,  however,  concluded  that 
the  other  half  of  tfiis  profitability  differential  was  unable  to  be  explained 
"by  forces  other  than  transfer  pricing.""  Whatever  the  actual  tax  reve- 
nue loss,  transfer  pricing  appears  to  have  effecnvely  subsidized  Japanese 
entry  into  United  States  markets  at  the  expense  of  American  business 
interests. 

Lack  of  an  effective  IRS  response  to  international  transfer  pricing 
abuses  either  represents  a  triumph  of  diplomatic  nicety  over  evenhanded 
enforcement  of  the  nation's  revenue  laws  or,  more  likely,  shows  that  IRS 
is  seriously  outgxmncd.  As  of  February  1990,  the  IRS  was  handling  294 
cases  of  transfer  pricing  abuses  involving  proposed  income  adjustments  of 
over  thineen  billion  dollars.^  Congressional  testimony  refers  to  press  ac- 
counts that  seventeen  Japanese  companies — including  the  Daiichi- 
Kangyo  Bank,  NEC,  Nissan,  Sony  America  and  Yamaha  USA — have 


33.  The  study,  which  used  Treasury  Oepanmenc  dau,  analyzed  the  federal  corpo- 
rate income  tax  returns  (IRS  form  1 120)  for  the  year  1987  of  a  cross  section  of  4000 
domesticaily-controiled  and  600  foreign-controlled  corporations  (excluding  finance,  insur- 
ance, and  real  estate  corporations).  In  addition,  the  authors  constructed  a  second  dau  set, 
called  a  panel,  using  IRS  Form  1 120  data  from  1980  to  1987  for  firms  with  assets  of  $50 
million  or  more.  The  panel  data  set  included  about  1300  domestically-oontroned  finns 
and  110  foreign-controlled  firms.  According  to  the  authors,  the  panel  was  valuable  in 
identifying  the  role  of  startup  cosa  and  exchange  rates  in  evaluating  the  profio  of  foreign 
and  domestic  corporations.  Measuring  return  on  investment  as  the  ratio  <^  taxable  in- 
come over  assets,  the  ratio  was  only  0J8  for  foreign-controUed  companies  compared  with 
2.14  for  domestically •conuoUed  companies  in  1987.  The  authors  of  the  sttidy  also  ana- 
lyzed the  retunu  of  86  Japanese  companies  in  a  cross  section  of  528  foreign-controUed 
companies.  According  to  the  study,  corporate  Japan's  1987  profitability  taxable  iitoome/ 
assets  ratio  is  -0-.02S  and,  the  authors  noted,  ia  debt/assets  ratio  is  0.097  which  is  a  full 
10  percentage  points  higher  than  domestically-controiled  companies.  Timothy  Goodspeed 
et  al..  Explaining  tlu  Lam  TaxabU  Ijieonu  of  Fortign  ControlUd  Compania  m  th* 
Uniud  States  I,  2,  4-6,  Tables  1.1  and  2.4  presented  at  dae  Conference  on  the  Interna- 
tional Aspms  of  Taxation,  Cambridge;  National  Bureau  of  Eomomic  Research,  In& 
(Sept.  28,  1991).  •        ;     •". 

34.  Tax  Underpayments,  supra  note  14,  at  53  (stateoent  of  Patrick  G.  Heck,  Assis- 
tant Counsel,  Suboomm.  on  Oversight,  Comm.  on  Ways  and  Means). 
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SONTS  1989-1990  BOX  SCORE 

The  Sony  20-F  SEC  filings  disclosed  the  following  for  the  years  ended 
1989  and  1990  (in  thousands  of  dollars  and  percentage): 


1989 

Sony  Corporation 

1990 

Sales: 

Japan 
U.S. 

Europe  • 
AU  Other 

Total 

$5,540,129 
4,441,500 
3,771,530 
2.499,333 

$16,252,492 

34.1% 
27.3 
23.2 
15.4 

100.0% 

61.9% 
38.1 

100.0% 

71.2% 
28.8 

100.0% 

$5,538,077 
5,463,771 
4,556,828 
Z784.356 

$18,343,032 

30.2% 
29.8 
24.8 
15.2 

100.0% 

Income  before  Taxes:: 
Japan 
Foreign 

Total 

775,689 

478.220 

$1,253,909 

$996,293 
452.299 

.  $1,448,592 

68.8% 
31.2 

100.0% 

Income  Taxes  Currenc 
Japan 
Foreign 

Total 

• 

5491,614 
-    198.757 

5690.371 

5568,866 
\        246.529 

S815J95 

69.8% 
30.2 

100.0% 

Sony  is  representing  that  in  1989  and  1990  sales  in  Japan  by  the  Japanese 
parent  and  its  domestic  subsidiaries  generated  32%  of  total  sales,  65.6%  of 
pre-tax  income  and  70.4%  of  income  tax  payments.  Or  in  other  words, 
foreign  sales  (i.e.,  sales  of  the  foreign  subsidiaries  of  Sony)  of  68%  gener- 
ated only  34.4%  of  the  income  before  tax  and  oniy  29.6%  of  1989  and  1990 
tax  payments.  Sony  has  stated  publicly  that  its  tax  returns  have  been  pre- 
pared in  compliance  with  IRS  regulations  and  that  IRS  routinely  has  au- 
dited those  returns. 

Source:  House  Ways  and  Means  Committee  and  Sony's  20-F 

SEC  fiHngs  for  1989  and  1990 
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been  under  IRS  investigation  for  transfer  pricing  abuses."  Since  IRS 
administrative  proceedings  are  conHdential,  these  reports  cannot  be  veri- 
fied. Tax  coun  dockets  disclose  only  litigation  against  Yamaha^'*  as  of 
March  1992.  IRS  claims  that  Yamaha  underrepdrted  its  income  and  un- 
derpaid income  taxes  by  a  total  of  S133  million  from  1977  to  1984,  and 
is  attempting,  as  well,  to  collea  S13  million  in  assessed  penalties." 

Not  every  low-performing,  foreign-controlled  corporation  engages  in 
tax  evasion  through  transfer  pricing.  For  e.xample,  concluding  solely 
from  Sony's  1989  and  1990  SEC  filings  that  the  company  has  engaged  in 
tax  evasion  through  transfer  pricing  could  be  unfair,  even  though  goods 
sold  abroad  by  Sony's  foreign  subsidiaries  earned  approximately  two- 
thirds  of  pretax  income,  but  accounted  for  less  than  one-third  of  income 
taxes  paid.  [See  Box  #21.  No  two  industries  are  alike.  Firms  within  an 
industry  may  do  business  in  very  different  ways.  Conceivably,  interest 
and  depredation,  costs  often  associated  with  startups,  or  fluctuations  in 
exchange  rates,  could  account  for  the  low  tax  rates  of  a  given  foreign 
owned  company.  Perhaps  a  particular  Japanese  company  was  less  profit 
driven  due  to  the  low  cost  of  capital. 

Suggested  responses  to  the  problem  have  focused  on  governmental  ac- 
tion. Graham  and  Krugman  belie\'e  that  widespread  transfer  price  ma- 
nipulation could  represent  an  **important  additional  cost"  of  foreign  di- 
rect investment  in  the  United  States,  such  that  those  who  evaded  taxes 
through  transfer  schemes  should  be  "prosecuted  to  the  full  extent  of  the 
law.****  Prestowitz  simunarizes  the  pernicious  effea  of  transfer  pricing 
abuses  as  follows: 


35.  Id.  at  298  (statement  of  Rep.  Duncan  Hunter  from  California). 

36.  Yamaha  Motor  Corp.  U.S.A.  and  Subsidiaries  v.  Cummssioner,  Na  2674-88 
(T.C  filed  Feb.  11,  1988).  Th*  Comrtntionfor  tht  Avoidana  ofDoublt  Tcuadon  and 
tlu  Prevtntum  of  Fiscal  Evasion  with  Respect  to  Taxes  on  Incomt,  Mar.  8,  1971,  U.S.- 
Japan, 23  U.S.T.  969,  TSJLS.  T^^S  (1971),  reprinted  in  1973-1  CB.  630  (hereinafter 
"Convention  on  Double  Taxation")  may-  account  for  the  lack  of  cmin  action  on  transfer 
pricing  cases  involving  ''inbound"  products.  The  Convention  on  Double  Taxation  gives  a 
taxpayer  the  option  to  dea  an  arbitration  procedure  in  which  competent  United  States 
and  Japanese  tax  authorities  participate,  "notwithstanding  the  remedies  provided  by  the 
national  laws  of  the  contracting  states."  Id.,  art.  2(0  &  an.  25;  Rev.  Pro.  91-23. 1991-11 
LILB.  18  as  clarijud  by  Rev.  Pro.  91-26,  1991-17  ULB.  1.  Corporations  dea  this 
arbitral  process  so  often  that  "inbound**  transfer  pricing  cases  rardy  see  the  light  of  day 
through  litigation.  Whether  the  Convention  on  Double  Taxation  provides  an  alternative 
means  of  dispute  resolution  or  a  mandatory  condidon  precedent  to  IRS-initiated  transfer 
price  litigation  is  beyond  the  scope  of  this  Anide.  ^  " 

37.  Robert  Pear,  Investigating  Foreign  Companies  For  Tax  Cheating,  N.Y.  Times, 
Feb.  18,  1990,  at  Al. 

38.  Graham  &.  Kxucman,  supra  note  29,  at  82-83. 
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Components  imponed  by  the  transplana  from  thdr  parent  oompanies  in 
Japan  are  priced  at  levels  almost  equal  to  the  cost  of  the  completed  vehide 
imponed  fully  built-up  from  Japan.  This  results  in  a  significant  profit 
drain  from  the  United  States  entity  in  favor  of  the  Japanese  parent 

company. 

•  •  • 

As  a  consequence.  United  States  operations  have  incurred  huge  losses  with 
a  proportionate  sxirge  in  Japanese  profits.  No  taxes  are  paid  in  the  United 

States  because  of  the  large  loss  carry  forwanis  booked  by  the  transplants. 

•  •  « 

Behind  this  phenomenon  is  the  ktiretsu  structure  of  Japanese  industry. 


To  counter  these  practices,  Prestowitz  urges  continuous  IRS  audits  of 
keiretsu  transfer  pricing.**  Increased  IRS  scrutiny  would  serve  the  inter- 
est of  recouping  lost  tax  dollars  and  would  have  an  important  deterrent 
effect.  IRS  activity,  however,  would  produce  no  tangible  restilt  for  Amer- 
ican businesses  already  harmed  by  transfer  pricing  abuses. 

V.    RICO'S  Terrible  Swift  Double-Edceo  Sword 

Conventional  wisdom  holds  that  the  private  seaor  has  no  ronedy  for 
injury-  producing  tax  evasion  or  other  keiretsu  practices.  The  only  time 
that  a  reponcd  federal  court  opinion  even  mentioned  the  word  "keiretsu" 
was  during  the  1981  to  1983  "television  cases,"  which  attempted  unsuc- 
cessfully to  use  the  antitrust  laws  to  counter  collusive  Japanese  business 
practices.**  What  is  needed  for  a  wrong  perceived  to  be  beyond  the  law 
is  a  solution  not  bounded  by  convention.  Only  RICO  could  provide  a 
means  for  American  companies  injured  by  these  practices  to  take  maners 
into  their  own  hands  and  recover  compensation  for  damages  sustained  ^ 
from  any  provable  keiretsu  tax  evasion  scheme.  RICO  should  only  be 
used  in  this  way  as  a  response  to  evidence  that  tax  evasion  through 
transfer  pricing  formed  a  conscious  and  effective  part  of  an  exploitative 
business  strategy  of  a  particular  Japanese  company.  '  '. 

Enaaed  m  1970,  RICO  has  proven  to  be  the  most  powerful  law  ever 
used  against  organized  crime.  Mafia  trials  around  the  country — in  New 


4- 


39.  Pristowtit;  «pro  note  31,  at  57.  '*■''". 

40.  td.  at  113.  -     .-    . 

41.  Although  die  subjea  is  beyond  the  scope  of  this  Anide,  RICO  and  mail  fraud 
may  be  a  p<»ible  response  to  some  AnVetm  andcomperidve  pracdces  beyond  the  rcadx  of 
the  antitrust  laws  and  dut  do  not  necessarily  invdve  tax  evasion.  Sm  United  States  v. 
Ames  Sintering  Ca,  927  F2d  32  (6di  Or.  Ii90)  (prosecumm  under  18  U^C  § 

t343).  •  : ::  ... : 
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York,  Chicago,  Kansas  City,  and  Boston — as  weil  as  the  government's 
successful  effort  to  impose  court  supervision  on  the  Teamsters  Union  and 
other  labor  unions,  attest  to  its  edectiveness. 

The  source  of  RICO's  potency,  at  least  partly,  is  that  under  RICO, 
the  "pattern"  of  criminal  activity  is  the  crime.  By  using  a  common  sense 
approach  to  the  nature  of  organized  crime — that  is,  collective  criminality 
to  further  institutional  Mafia  interests  rather  than  isolated  crime  com- 
mitted for  individual  gain — RICO  makes  it  a  criminal  offense  to  ^'en- 
gage in  a  pattern  of  racketeering  activity ,****  the  very  lifefalood  of  Mafia 
enterprise.  RICO's  application  is  not  limited  to  organized  crime*'  as 
Drexel  Bumham  and  Michael  Milken  found  oul^ 

Crimes  prosecuted  as  part  of  a  RICO  pattern  must  include  two  or 
more  specific  criminal  offenses,  amoM^  them  mail  and  wire  fraud  and 
money  laundering.*'  Each  mailing  and  wire  transmission  used  in  fur- 
therance of  a  scheme  to  defraud  and  each  money  laundering  transaction 
is  a  separate  racketeering  acL  Ipso  Jucto  RICO's  pattern  materializes 
when  two  or  more  such  offenses  are  linked  in  a  way  which  transgresses 
RICO's  bar  against  institutionalized  crime.** 

RICO  does  more  than  simply  define  criminality.  RICO  provides  vic- 
tims  of  racketeering  with  the  dvil  ri^t  to  hold  racketeers  accountable, 
.whetfier  or  not  they  are  certified  mobsters.  In  the  tradition  of  victims'  Ap 
rights,  RICO  permits  those  injured  by  a  "pattern  of  racketeenng  acriv- 
ity"  to  recover  treble  damages  and  coUcct  attorneys  fees.*^  This  monetary 
triple  threat  openly  encourages  private  attorneys  general**  to  police  the 
mob,  or  those  who  behave  like  the  mob.  . 


42.  18  U.S.CA.  §  1961(5)  (West  1984  &  Supp.  1991). 

43.  ^tdima,  S^.R±.  v.  Imrex  Co.,  473  US.  479,  495  (1985);  H.J.  Inc.  v.  North- 
wtstem  Bill  TtUphone  Co.,  492  US.  229  (1989). 

44.  William  Glaberun,  Racketeering  Cotes  Are  Popping  Up  m  Several  Varieties, 
,  N.Y.  Times,  Feb.  18,  1990,  at  D6. 

45.  18  U.S.aA.  §  1961(l)(B)  (West  1984  &.  Supp.  1991). 

46.  In  general,  the  dements  of  a  RICO  daim  are  as  follows: 

(1)  that  the  defendant  (2)  through  the  commission  of  two  or  more  acts  (3)  oonsti- 
tutin;  a  '^panem"  (4)  of  "radceteering  acdvity"  (5)  direaly  or  indireoiy  invesa 
in,  or  maintains  an  interest  in,  or  panidpates  in  (6)  an  "enterprise"  (7)  the  activi- 
ties of  whidi  zSea  intersute  or  (brdgn  commerce. 

Moss  V.  Morgan  Stanley,  Inc.,  719  FM  5,  17  (2d  dr.  1983),  cert  demed,  465  US. 

1025  (1984).  A  threat  of  continued  racketeering  must  also  be  present.  See  H.J.  Inc  v. 

NorthwestOTi  Bdl  Td.  Ca,  492  US.  229,  239  (1989). 

47.  18"U.S.CA.  §  1964(c)  (West  1984  &  Supp.  1991). '     ' 

48.  See  Agency  Holding  Corp.  v.  Mailqr-Duff  &  Assoc,  Inc,  483  U.S.'143,  151 
(1987)  (RICO  "bringfs]  to  bear  the  pressure  of  'private  attorneys  general'  on  a  serious 
national  problem  for  which  public  prosecutorial  resources  are  deemed  inadequate"). 
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The  dvil  side  of  RICO's  two-edged  sword  is  every  bit  as  sharp  as  its 
criminal  edge.  Unfominateiy,  business  has  often  found  itself  on  the  re- 
ceiving end  of  nuisance  dvil  RICO  cases  which  accounts  for  much  of  its 
ongoing  campaign  to  lobby  for  changes  in  RICO's  dvil  side.  On  occa- 
sion, though,  RICO  exposure  can  be  terminal  Hundreds  of  millions  of 
dollars  may  be  at  stake,  for  example,  when  a  public  utility  is  alleged  to 
have  committed  fraud  during  the  utility  rate  making  process.**  The  prin- 
dple  at  work  in  the  utilities  cases  also  underlies  the  keiretsu  tax  evasion 
model — RICO  can  redress  the  fraudulent  subversion  of  governmental 
processes^ 

Business'  anti-RICO  lobbying  efforts  do  not  take  into  proper  accounri 
RICO's  positive  side.  For  example,  IBM,  in  its  well-known  dvil  case  / 
against  Hitachi,  used  RICO  (with  a  notable  assist  from  an  FBI  under- 
cover investigation)  to  collea  reponedly  300  million  dollars  in  damages 
after  the  Japanese  firm  pleaded  guilty  to  stealing  IBM  trade  secrets.*^ 


VI.    RICO  A>fD  Keiretsu  Tax  Evasion 

RICO  can  be  just  as  effeaive  where  the  issue  is  not  industrial  espio- 
nage, but  tax  e%'asion.  To  use  RICO  in  the  keiretsu  setting,  two  criteria 
must  be  met:  first,  a  Japanese  company  must  have  sold  products  or  ser- 
vices at  higher  than  their  real  market  value  to  a  related  United  States 
company  and,  second,  this"  must  have  been  done.,it  least  in  part,  with  the 
intention  to  evade  the  payment  of  federal  or  state  income  taxes  that 
would  have  been  due  othenvise  had  these  products  or  services  been 
priced  at  their  true  market  value.  '^ 

To  understand  the  law's  application  in  this  setting,  the  assumed  com- 
ponents of  a  tax  evasion  scheme  must  be  reduced  to  their  simplest  terms. 
A  foreign  parent  company  provides  goods  or  services  to  a  related  United 
States  based  entity-  at  anifidally  high  prices,  thereby  Tedudng  United 
States  taxable  income.  The  entity  transfers  funds  to  the  Japanese  parent 
to  pay  for  those  goods  or  services,  files  corporate  tax  returns  and  then 
pays  lower  United  States  taxes  as  a  result  of  the  shift  of  profit  from  the 


^li^r.^ 


49.  Ste,  t.g.,  Taffn  v.  Southern -Co.,  930  F.2d  847  (tlth  Cir.  t99t);  County  of 
Suffolk  V.  Long  Island  Lightins  Co.,  710  F.  Supp.  1405  (E.D.N.Y.  1988),  afd  in  part 
and  rev'd  in  part,  907  F.2d  1295  (2d  Cir.  1990). 

50.  Set  International  Business  Machines  Corp.  v.  Hitachi  Ltd,,  No.  C-32-4976 
(N.O.  CaL  filed  Sept.  16,  1982);  United  States  v.  Nakazawa  et  aL,  No.  184  MB  G^.D. 
CaL  filed  June  22.  1982);  United  States  v.  Kanzuma,  No.  187  MB  (N.D.  CaL.  filed 
June  22,  1982).  Mike  Van  Oeden,  Analyst  for  Ranscher  Herce  Refshei,  Inc.,  Investest 
Repon  No.  400510  (Dec  6,  1983)  availabU  in  LEXIS,  Company  Library,  RPB.  FUe. 
Court  records,  however,  did  not  reveal  the  precise  senloaem  terms. 
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United  States  to  Japan.  American  competitors  are  placed  at  a  disadvan- 
tage and  are  hurt  in  some  quantifiable  way.  If  these  assumptions  are~ 
proved  true  in  a  given  case,  then  RICO's  "pattern  of  racketeering  activ- 
ity"   would   consist   of  mail   or   wrc   fraud   and   money    laundering 
violations.  '^ 

Mail  or  wire  fraud  is  simply  a  scheme  to  defraud  furthered  by  the  use 
of  the  mails  or  wire  transmission."  In  the  keiretsu  model,  the  United 
States  government  and  American  businesses  are  generally  both  the  in- 
tended and  aaual  vicums  ot  this  racketeering  scheme.  The  IRS  loses  tax 
Hollars  and  busmesscs  lose  market  share  and  profits. 

Money  laundering  is  the  condua  oP*  or  attempt  to  conduct:**  finan- 
cial transaaions  involving  the  proceetis  of  specified  unlawful  activity** 
(in  this  instance,  mail  or  wire  fraud);  the  international  transportation  of 
the  proceeds;**  or  monetary  transactions  in  property  constituting  or  de- 
rived from  the  proceeds  of  a  criminal  offense.**  The  profit-shifting  (rep- 
resenting fraudulently  concealed  taxable  income)  from  a  foreign  con- 
trolled corporation  to  Japan,  Inc.  could  be  vie^ved  as  laundering 
transactions  and  transponation.  Using  RICO  this  way  privatizes  en- 
forcement of  public  tax  policy,  a  controversial  and  untested  idea.*' 


51.  18  U.S.C-\.  §§  1341,  1343  (\Vest  1984  &  Supp.  1991). 

52.  18  U.S.C-\.  §  1956(cJ(2)  (West  1984  St.  Supp.  19^)- 

53.  18  U.S.C.A.  §§  1956(a)(l)-(2).  1957(a)  (West  1984  &  Supp.  1991). 

54.  18  U.S.CLV  §§  1956(a).  (c)(7)  (We«  1984  &  Supp.  1991). 

55.  18  U.S.C-V  §  1956(a)(2). 

56.  18  \JS.CJi.  §  1957(a). 

57.  Using  dvil  RICO  to  address  federal  income  tax  erasion  unquestionably  is  noveL 
The  Founh,  Sn-enth,  Eigiith,  and  Ninth  Circuits  appear  prepared  to  permit  the  use  of 
RICO  premised  on  mail  or  wire  fraud  in  tax  fraud  cases.  S*t  United  States  v.  Computer 
Sciences  Corp.,  689  F.2d  1181,  1187-88  n.  13  (4th  Cir.  1982),  art.  dtmtd,  459  U.S. 
1105  (1983);  United  States  v.  MiUer,  545  F.2d  1204,  1216  n.17  (9th  Clr.  1976).  art 
dtnud,  430  U.S.  930  (1977);  United  States  v.  Mirabile.  503  F.2d  1065.  1066-67  (8th 
Qr.  1974),  cert  dtnitd,  420  U.S.  973  (1975);  United  States  v.  Flaxman,  495  F.2d  344, 
348-49  (7th  Cir.),  eert  dtnitd,  419  U.S.  1031  (1974).  The  Second  Circuit  called  it  a 
"disputed  issue."*  United  States  v.  Regan,  937  F.2d  823.  827  (2d  dr.  1991).  But  stt 
United  States  v.  Ponrlli.  865  F.2d  1352  (2d  Cir.  1989)  (affinning  RICO  convictioa 
premised  on  state  tax  evasion). 

United  States  Department  of  Justice  policy  permits  the  use  of  RICO  in  criminal  tax 
fraud  cases  if  "exceptiooal  drcumstances"  exist  "when  individuals,  through  no  deliberate 
fault  of  their  own,  were  demonstrably  victimized  as  a  result  of  a  defendant's  fraudulent 
scheme  and  use  of  a  (RICO)  mail  fraud  charge  is  necessary  to  achieve  some  legitimate, 
practical  purpose  like  securing  resdtudon  for  the  individual  victims.'*  Depaktment  or 
Jusncc  Manual  §  6-4.211(1)  (Supp.  1990-1).  This  is  the  precise  effea  of  a  ktirttiu 
tax  evasion  scheme. 

Even  if  civil  RICO  does  not  give  victims  a  remedy  for  federal  income  tax  fraud,  no 
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VII.    Intent  is  the  Key 

The  most  diffioilt  element  to  prove  in  the  keiretsu  p^nsfer  pricing 
context  would  be  state  of  mind  or  intent.  The  key  question  would  be: 
Did  the  transfer  pricing  have  an  economic  justification,  or  was  it  in- . 
tended  to  shift  profits  out  of  the  United  States  for  the  purpose  of  reduc- 
ing taxable  income?  Any  willful  failure  to  report  income,  knowing  it  was 
taxable  or  possessing  an  intent  to  evade  taxes  and  defraud  the  govern- 
ment would  establish  this  type  of  RICO  violation.** 

la  any  RICO  transfer  pricing  case,  the  issue  of  intent  would  first  turn 
on  whetherthe  transfer  price  was  too  high.  A_keiretsu's  deliberate  deci- 
sion not  to  use  mancet  value  ^ which  thcTRS  judges  by  what  it  calk  the 
"arms  length"  standard)"  in  establishing  transfer  price  makes  a  compel- 


such  limitation  exists  witii  respea  to  state  tax  fraud.  United  States  v.  De  Fiore,  720  F.2d 
757  (2d  Cir.  1983),  ctrt  denud,  467  U^.  1241  (1984);  United  States  v.  Brewer.  528 
F.2d  492  (4th  CIr.  1975);  United  States  v.  Mdvin,  544  FJd  767  (5th  Cir.),  cert  denied, 
430  U.S.  910  (1977);  Illinois  Dep't  of  Revenue  v.  PhilUps.  771  F.2d  312  (7th  Cir.  1985); 
United  Sutes  v.  Mirabile,  503  F.2d  1065  (8ih  Cir.),eeTt  denud,  420  U.S.  973  (1975). 
Since  a  keiretsu  tax  evasion  scheme  is  likeiy  to  have  state  tax  authorides  as  ancillary 
victims,  as  well  as  the  IRS,  RICO's  applicability  to  federal  inanne  tax  fraud  is  of  little 
consequence.  All  that  maners  is  that  tax  evasion  (whether  federal  or  state)  injured  a 
United  States  company.  Ste  aUo  G.  Roben  Blakey  &  Thomas  A.  Ferry,  An  Analysis  of 
the  Myths  That  Bolster  Efforts  to  Rewriu  RICO  and  the  Various  Proposals  for  Reform: 
"Mother  of  God^ls  This  the  End  of  RICOr,  43  VA.m  L.  Rev.  851.  908  n.  153 
(1990)  (**RetaiIers  that  have  to  compete  with  tax  cheating  competitors  are  put  at  a  sub- 
stantial and  often  disabling  competitive  disadvantage.  This  problem  also  implicates 
RICO's  core  concerns.  Unfair  competition,  rooted  in  the  profits  of  illegal  behavior,  goes 
to  RICO's  basic  radonale."). 

Some  states  tax  multinauonal  corporations  based  on  profits  derived  from  within  the 
state.  Graham  Sc  Krucman,  supra  note  29,  at  135.  Others,  such  as  California,  Florida, 
New  York,  and  Massachusetts,  utilize  what  is  known  as  a  "Vorldwide  unitary  taxadon" 
formula  permitting  taxadon  of  profits  from  in-state  operadons  wherever  derived.  Id.; 
Container  Corp.  of  Am.  v.  Franchise  Tax  Bd.,  463  U^.  159  (1983).  Under  ddicr  ap- 
proach, deliberate  understatement  of  income  through  transfer  pricing  abuses  could  result 
in  evasion  of  state  income  taxes.   ^     -•  ~  '..--•,•        -  -    ------ 

58.  See  United  States  v.  Bishop,  412  U.S.  346.  360-61  (1973);  United  States  v.  Gdb, 
700  F.2d  875,  879  (2d  dr.),  cert  denied,  464  U.S.  853  (1983);  see  also  18  U.S.CA.  §§ 
1341,  1343,  1956(l)(A)(ii);  I.R.a  §§  7201,  7206  (West  1988). 

59.  The  Internal  Revenue  Code  allows  the  IRS  to  allocate  income  deducnons  be- 
tween commonly  controlled  taxpayers  **to  prevent  evasion  of  taxes  or  dearly  to  refleo  the 
income"  of  those  taxpayers.  LR.C.  §  482  (West  1988).  The  standard  used  for  nuking 
those  allocauons  is  called  the  arm's  length  method,  Utat  is,  an  uncontrolled  taxpayer 
dealing  at  arm's  length  with  another  imcontroUed  taxpayer.  Treas.  Reg.  §  l-482-l(b)(l) 
(1990).  Under  die  reguladon,  a  "controUed"  taxpayer  means  '*any  one  of  two  or  more 
organizations,  trades  or  businesses  owned  or  controlled  directly  or  indirectly  by  the  same 
interests".  Treas.  Reg.  §  l.482-l(a)(4).  ...^       . 
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ling_case  for  an  intent  to  evade  taxes.  Paradoxically,  a  RICO  transfer 
pricing  case  would  trim  on  the  purposeful  use  of  a  false  valuation,  a 
simple  fact,  though  not  so  simple  to  prove.  It  would  not  turn  on  the 
complex  tax  formulation  used  in  IRS  transfer  pricing  dvil  audits,  which 
seeks  to  allocate  taxable  income  between  a  foreign  parent  and  its  United 
States  subsidiary.  In  any  event,  these  income  allocation  methods  are  in- 
tended "to  prevent  evasion  of  taxes,"  not. to  be  used  as  a  means  to  com- 
mit tax  evasion.** 

False  book  entries  or  alterations,  phony  invoices,  a  consistent  pattern    ] 
of  under-reporting  large  amounts  of  income,'*  or  any  conduct  likely  to    I 
mislead  or  conceal,"  would  justify  an  inference  that  the  purpose  was  to   / 
evade  taxes.  That  transfer  pricing  did,  in  fact,  reduce  United  States  taxa-  I 
ble  income  also  would  be  relevant  evidence  of  intenL  Laimdering  profits  I 
through  third  country  tax  havens  also  would  tend  to  prove  a  tax  evasion  / 
motive."  — ' 


-  The  IR5  uses  four  methods  to  determine  the  appropriate  transfer  price:  the  controlled 
price  method  based  on  comparable  sales,  the  resale  price  method  based  on  an  appropriate 
'  resale  profit  mar^.  the  cost  profit  method  based  on  a  cost  plus  analysis,  and  a  residual 
category,  usually  based  on  financial  ratios  such  as  return  on  equity,  when  the  first  threie 
methods  do  not  apply.  Treas.  Reg.  §  1.482-2(e)(l)-(4)  (1990);  ut,  e.g.,  Eli  Lilly  &  Co. 
V.  G)mmissioner,  84  T.C  996  (1985),  aff'd  in  part  andrn'd  in  part,  856  F2d  855 
(7th  Cir.  1988). 

-     On  January  27,  1992,  the  Treasury  Department  proposed  new  transfer  pricing  regu- 
lations that  clarify  the  arm's  length  standard  as  follows: 

In  determining  whether  controlled  taxpayers  have  dealt  with  each  other  at  arm's 
length,  the  general  principle  to  be  followed  is  whetiier  uncontrolled  taxpayers, 
each  exercising  sound  business  Judgment  on  the  basis  of  reasonable  levels  of  expe- 
rience (or,  if  greater,  the  actual  level  of  experience  of  the  controlled  taxpayer) 
.  within  the  relevant  industry  and  with  full  knowledge  of  the  relevant  facts,  would 
have  agreed  to  the  same  contractual  terms  under  the  same  economic  conditions  and 
other  circumstances. 
The  proposed  regulations  added  the  following  definitions: 

1.482-r(a)(4)  The  term  "uncontrolled  taxpayer"  meaiu  any  one  of  two  or  more 
organizations,  trades,  or  businesses  not  owned  or  controlled  directly  or  indirectly 
by  the  same  interests. 

(S)  The  terms  ''uncontrolled  group"  and  "group  of  uncontrolled  taxpayers'* 
means  the  organizations,  trades,  or  businesses  not  owned  or  controlled  directly  or 
indirectly  by  the  same  interests. 
Prop.  Treas.  Reg.  §  I.482-Ub)(l)  availabU  in  LEXIS,  Fedtax  Library.  TNT  File.  The 
comment  period  on  the  proposed  regulations  ends  May  31,  1992. 

60.  LR.C  §  482  (1988). 

61.  5m  United  State  v.  Gardner,  611  F.2d  770  (9th  Cir.  1980). 

62.  5m  Spies  v.  United  States,  317  U.S.  492,  499  (1943). 

63.  The  precise  direo  monetary  benefit  to  Japan  Inc  of  a  txansfer  pricing  scheme 
could  be  determined  through  an  analysis  of  the  ultimate  repatriation  of  the  laundered 
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VIII.    The  Long  Arm  of  RICO 

United  States  courts  have  jurisdiction  over  United  States  subsidiaries 
of  foreign  companies,  but  the  issue  is  whether  RICO  can  reach  the  Ja- 
pan-based controller  of  a  keiretsu  tax  evasion  conspiracy.  In  other  words, 
do  United  States  courts  have  jurisdiction  over  the  Japanese  parent  corpo- 
ration or  partner?  RICO  can  reach  beyond  United  States  borders 
through  a  principle  of  international  law  known  as  extraterritorial  juris- 
diction^** but  only  it  some  racketeering  activity  took  place  or  had  a  sub- 
stantial effea  in  the  United  States."  RICO's  global  reach  is  particularly 
dear  when  racketeering  involves  money-laundering  because  Congress  ex- 
plicitly gave  federal  anti-money  laundering  laws  an  international 
scope.'*  Therefore,  the  foreign  parent  of  a  United  States  subsidiary  could 
be  a  defendant  in  a  civil  RICO  action.  Similariy,  relevant  informadon. 
may  be  secured  trom  the  Japanese  parent  of  a  United  States-based  sub- 
sidiary through  the  discovery  provisions  of  the  Federal  Rules  of  Civil 
Procedure  since  the  coun  would  have  in  ptfrronam"  jurisdiction  over  the 


taxable  income  to  Japan  or  its  subsequent  use  outside  of  Japan  Tax  treatment  in  Japan 
of  such  funds  repatriated  through  a  third  nation  is  beyond  the  scope  of  this  Article. 

64.  James  O.  Harmon,  Jr.,  United  States  Money  Laundering  Laos:  International 
Implications,  9  N.Y.L.  ScH.  J.  Int'l  Sc.  Comp.  L.  1,  18-23  (1988). 

63.  Alfadda  v.  Fenn,  935  F.2d  475  (2d  Or.  1991)  (subjea  matter  jurisdiction);  see 
aUo  18  U.S.C~A.  §  1965. 

Congress  enacted  §  6038(C}  to  give  the  IRS  the  power  to  force  foreign  parent  corpo- 
rations to  produce  records  dealing  with  transfer  pricing.  LS.C  §  6038(C)  (West  1990). 
See  H.R.  Rep.  881.  lOln  Cong..  2d  Sess.,  318-20  (1990).  reprinted  m  1990 
U.S.C.C.A.N.  2017,  2320-32.  This  creates  no  independent  private  ri^t  to  secure  dxese 
recortis.  RICO  does  not  provide  for  international  service  of  process.  Jurisdictional  issues 
with  respea  to  the  production  of  documentary  matrriait  located  outside  of  the  United 
Sutes  is  beyond  the  scope  of  this  Ardde.     •.'-■-  ■-■■-\..      -    ■ 

66.     18  U.S.CA.  §§  1956(0,  1957(d)  (West  1984  &  Supp.  1991).     '. 

67«  Courts  find  in  personam  jurisdiction  over  foreign  parents  of  United  States  sub- 
sidiaries, branches,  or  agendes  by  virtue  of  the  parent's  activities  in  the  United  States. 
Maner  of  Marc  Rich  &  Co..  A.G.,  707  F.2d  663  (2d  dr.  1982),  art  denied  463  U.S. 
1215  (1983);  In  re  Grand  Jury  Proceedings.  691  F2d  1384  (Uth  Or.  1982),  cert  de- 
nied sub  nom  Bank  Of  Novia  Sooda  v.  U.S.,  462  U.S.  1119  (1983);  United  States  v. 
Toyota  Motor  Corp.,  561  F.  Supp.  354  and  569  F.  Supp.  1158  (CO.  CaL  1983).  Effec- 
dve  service  was  made  on  the  subsidiary  or  branch  office  in  die  United  Sutes  in  these 
cases. 

Courts  first  determine  whether  there  is  statutory  authority  for  the  m  personam  juris- 
diction. In  a  transfer  price  audit  IRS  sought  certain  books  and  records  located  in  Japan. 
Service  on  Toyota,  Japan  was  made  on  Toyota,  U.Sj\.  in  California.  Tie  coun  con- 
duded  that  Toyota  Japan  could  be  "found"  within  the  mraning  of  the  IRS  serrice  of 
.  process  statute,  ULC  §  7604(a),  for  jurisdicddnal  purposes  in  Torrance,  California, 
where  its  subsidiary  was  located.  Toyota  Motor  Corp.,  561  F.  Supp.  at  357.  Acoording  to 
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foreign  parent,  or  through  letters  rogatory.*". 


press  reports,  HIS  daimed  that.  Toyota  together  with  ^Hssan  Motor  Corp.  owed  one 
billion  dollars  in  federal  income  taxes.  Toyota  and  Nissan  reponedly  sealed  for  hundreds 
of  millions  of  dollars  to  be  paid  to  IRS.  Both  Toyoa  and  >nssan  were  reponedly  reim- 
bursed by  the  Japanese  government  for  the  deficiency.  Japan,  US.  Agne  to  Prevmt 
Doublt  Taxation,  Japan  Economic  Newswire,  Oct.  31. 1988  availaUt  in  LEXIS,  Nexis 
Library,  Jeni  File;  Gary  Klott,  Texaco  Cos*  Part  of  Growing  Craekdown,  N.Y.  Times, 
Jan.  15,  1988,  p.4. 

RICO's  service  of  process  provision  contains  language  similar  lo  that  of  LR.C. 
§  7604(a),  which  was  at  issue  in  Toyota  Motor  Co.  RICO  process  "may  be  served  on 
any  person  in  any  judicial  distria  in  which  such  person  resides,  is  found,  has  an  agent, 
or  transacts  his  affairs."  18  U.S.C.A.  §  1965(d).  Given  RICO's  purposefully  broad 
scope,  its  public  interest  function  and  its  role  as  an  adjuna  to  law  enforcement,  courts 
should  resolve  in  ptrsonam  jurisdictional  issues  in  RICO  transfer  pricing  as  they  have 
done  in  criminal,  grand  jury  and  IRS  stmmioiu  enforcement  proceiedings.  E.g.,  Matter  of 
Marc  Rich  &  Co.,  A.G.;  In  re  Grand  Jury  Proceedings.  Service  on  the  United  States 
subsidiary  in  the  United  States  should  be  sufficient  regardless  of  io  status  as  a  distina 
corporate  entity.  Toyota  Motor  Co.,  561  F.Supp.  at  360. 

Due  process  permits  such  an  approach  wdth  respea  to  U.S.  based  ktiretsu  operations. 
See  Lisak  v.  Mercandle  BanCorp.,  Inc,  834  F.2d  668,  672  (7th  Or.  1987)  (RICO  con- 
tains an  explicit  grant  of  nationwide  service  which  does  not  violate  the  Due  Process 
dause).  A  foreign  corporation  that  has  piuposefully  delivered  **ia  products  into  the 
stream  of  commerce  %nth  the  expectation  that  they  wall  be  purchased  by  consumers"  in 
the  United  States  is  within  the  jurisdiction  of  its  courts.  \Vorld-Wide  Volkswagen  Corp. 
V.  Woolson,  444  U.S.  286,  297-98  (1980). 

Such  jurisdiction  may  be  defined  as  either  "general"  or  "limited"  depending  upon  how 
substantial  and  systemadc  the  contacts  are  with  the  forum.  General  jurisdiction  permia 
in  personam  jurisdiction  even  if  the  cause  of  action  is  unrelated  to  the  defendant's  forum 
activities.  Limited  jurisdiction  arises  from  activity  in  the  forum  related  to  the  cause  of 
action.  Data  Disc,  Inc  v.  Systems  Technology  Associates,  Inc,  557  F.2d  1280,  1287 
(9th  Cir.  1977);  Wells  Fargo  &  Co.  v.  Wells  Fargo  Express  Co.,  556  F.2d  406,  413  (9th 
Cir.  1977).  Contacts  %viih  the  United  States,  not  any  individual  state,  should  be  determi^ 
.  native  See  Marc  Rich  &.  Co.,  A.G.,  707  F.2d  at  667  (The  coun  did  not  examine  New 
York's  long  arm  statute  because  *tt]he  subjea  of  the  grand  jury's  investigation  is  the 
possible  violation  of  federal  revenue  statutes,  and  the  right  to  inquire  of  appeilaiu  de- 
pends upon  appellant's  contacts  with  the  entire  United  States,  not  simply  the  State  d* 
New  York").  Toyota  Motor  Corp.^  found  limited  jtuisdioion  in  the  "purposeful  exploita- 
tion of  the  forum  by  Toyota,  Japan."  561  F.  Supp.  at  359.  The  court  concluded  that 
"there  is  no  obstacle  to  jurisdiction  over  the  foreign  parent  if  it  uses  its  subsidiary  as  a 
marketing  conduit."  Id.  United  States  courts  should  exerdse  jurisdiaion  under  either 
theory — limited  or  general  jurisdiction — when  faced  with  transfer  pricing  abuses  linked 
to  access  to  United  States  markets. 

68.  A  lener  rogatory  is  a  formal  request  by  a  United  States  court  to  a  foreign  ootirt 
seeking  thcperformance  of  some  judicial  act.  James  P.  Springer,  An  Oorraitm  oflnUt' 
national  Evidence  And  Asset  Gathering  m  CiuU  and  Criminal  Tax  Cases,  72  Geo. 
Wash.  J.  Int'l  L.  &.  Econ.  277,  312  (1989).  The  procedure  is  fraught  with  time  delays 
and  dependent  upon  foreign  and  domestic  bureaucracies  and  foreign  judicial  procedures 
over  which  the  United  States  courts  and  litigants  have  no  controL  Id.  at  312-13.  The 


I 


307 


26  YAHDERBILT  JOURNAL  OF  TRANSNATIONAL  LAW  {VoL  23:3 

DC    Damages  and  Proof 

Proving  a  RICO  violation,  predicated  upon  tax  fraud  through  transfer 
pricing  is  only  half  the  battle.  An  American  competitor  still  must  prove 
that  it  sustained,  either  directly  or  indirectly,  damages  "by  reason  of  a 
tax  evasion  racket."  The  Supreme  Coun  recognizes  that  BLICO  damages 
include  "competitive  injury,'^"  or  as  Justice  Marshall  explained  it,  loss 
to  "competitors  and  investors  whose  businesses  and  interests  are  harmed 
...  or  whose  competitive  posiuons  decline  because  of  infiltration  in  the 
relevant  market. "^^  In  Sedima  S.P.R.L.  v.  Imrex  Co.^  the  Supreme 
Court  postulated  at  some  length  those  scenarios  that  would  produce 
"competitive  injury"  cognizable  under  RICO.  These  seem  to  antidpate 
application  to  keiretsu  racketeering  as  follows: 

If  a  "racketeer"  uses  '*[t]hreats,  arson  and  assault  [or  other  racketeering 
condua]  ...  to  force  compedton  out  of  business  and  obtain  larger  shares 
of  the  market"  .  .  .  [t]he  panem  of  those  acts  is  designed  to  accomplish, 
and  accomplishes,  the  goal  of  monopoiizadon.  Compedtors  thereby  injured 
or  forced  ou:  of  business  could  allege  "RICO"  injury  and  recover  damages 

for  lost  profits. 

•  •  • 

[I]f  the  enterprise  conducts  its  business  through  a  panem  of  racketeering 
acdvity  to  enhance  its  profits  or  perpetuate  its  economic  power,  comped- 
tors of  chat  enterprise  could  bring  a  dvil  RICO  acdon  alleging  injury  by 
reason  of  the  enhanced  commeraai  posidon  the  enterprise  h^  obtained 

from  its  unlawful  acts  .... 

*  «  « 

Altemadvely,  if  the  infiltrated  business  operates  a^legitimate  business  to  a 
businessman's  disadvantage  because  of  the  enterprise's  strong  economic 
base  derived  from  perpetradon  of  predicate  acts,  the  competitor  could 
bring  dvil  RICO  acdon  alleging  injxiry  to  his  compeddve  posidon." 


leaers  rogatory  process  has  been  streamlined  and  standardized  in  dril  and  conunerdal 
disputes  by  the  Convention  on  tht  Taking  o/Exndente  Abroad  in  Chril  &  Commtrdal 
Matters,  opened  for  signature  Mar.  18,  1970,  23  U.S.T.  2S55,  TXA.S.  No.  7444,  rt- 
^prinud  in  USCS  Convendons,  Taking  Evidence  Abroad  Conv.  (1983).  To  date.  Japan 
is  not  a  signatory  to  that  convendon.  .  .-. 

69.     18  U.S.C1A.  5  1964(c).  .     *  ...     ..  /C  .  /^r 

.  70.  Sedima,  S.PJLL.  v.  Imrex  Co.,  473  XJS.  479,  497  n.15  (1985);  see  also.  Holmes 
V.  Securiues  Investor  Protecrion  dorp.,  Na  90-727,  1992  WL  52846,  at  "8  n.20  (U.S. 
Mar.  24,  1992)  (plaintifis  may  recover  damages  under  RICO  for  injury  pnudmatdy 
caused  by  the  defendant,  which  detenninanon  is  made  on  a  case  by  case  basis).  In  a 
concurring  opinion,  Jusdce  Scaiia  proposed  a  "zone  of  mterests"  test  that  would  "vary 
according  to  the  nature  of  the  criminal  offenses  upon  which  those  causes  of  acnon  are 
based."  Id,  at  'U. 

71.  Sedima,  473  U.S.  at  519  (Marshall,  J.,  dissenting).  j  ,     - 

72.  Id:  at  521-22  (Marshall,  J.,  dissenting).  The  majority  in  Sedima  adopted  a 
broader  view,  oonduding  that  recoverable  RICO  damages  indude  "but  are  not  limited 
to,  die  sort  of  competitive  injury  for  whidi  the  dissenters  would  allow  recovery.'*  Id.  at 
497,  n.  15.     '  .  •  . 
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BOX  NO.  3 


A  SMOKING  GUN 

•What  follow*  is  a  copy  of  a  FAX  to  a  Japanese  parent  automobile 

company  from  a  U^.  subsidiary  responding  to  a  complaint  from  the  pareiu 

that  the  subsidiary  was  making  too  much  profit  in  the  TJ,S. 
rT9  AVfa  xTtrvn 


(TSANSLATION) 


.Oatari:  Dec  21.  'S2. 
Frooc  I 

Sutjeo:  Price  of  UMoMt       (Ek) 
Sc  12/28  tax  tnm  OiriiM  Saict  DMml 
The  load  of  Icntr  which  «k  decM'c  cw*  to  rod  «  doH  w  i 
has  aiw«*i  beet  fcwiaf  nagte  happoL  hai  fiaally  armed. 

ooTRcn^  spcakinc).  cnct  vt  the  impranMB  thai  it  u  i 

Appaccmly,  ■■■I^I^HBH  haa  a  tuvof  a»«Hioe  a  thej 

cjujuiix  pfofita.  This  waa  oprtmd  qniic  dcartr  b»  Mr. 

Mamiy  tlw  the  biay  prahlcm  with  ■■^■^IHi  is  thai  we  aie  BMfcia«  tee  ataeh  pnCL  Mr. 

■■^■■IHHB  alse  niavcd  n  us  a  nimafe  (ram  Mr.  IH^HHHHHM  that  he  waMsd  us  w 

sdl  mere  tracks.  Aaf  w«f .  fitaiaktr  ipwHiHi  «»e caaaoi  iinrtirMind  whf  ihey  ha«« scat  m  thb  leaf  biL 

la  the  past  eae  7«ar.  wm  hsM  facta  meaaiiin  ai  them  «mf  time  liHr  <>aaMd  ta  nim  the  prkca.  Is  this 

>  sen  ef  wf^iiiutiic  laihe  w  djeeeurigi  car  attaay  ta  ohaia  a  price  tedecriea?  Or  are  thw ) 

it  M  B^HI^B  impanen?  I  have  oai  had  a  chaaee  to  talk  «»iih  ■^^■■■■■K  la  dw 

la  ether  worcds.  dw7  art  idfiaf  «s  tlMi  tiMf  wiQ  am  talk  ahaw  aar  I 

pai  up  with  thedcfidi  aad  ipoid  BHacir  far  ales  praamiaaef  i 

Shautd  we  just  oMcklr  da  what  we  art  told-ia  da  ' 

bciicM  la  be  rifht?  Ptaae  fi««  us  iroor  gaidaaGe  i 

At  lca«.  we  wouid  Che  ta  wscrre  ta  oar>cl»es  the  right  m  i 

MSuf.  

We  pba  lo  tail  oa  ^^^^^^^H  ia  carir  NCaith,  the  i 

1)  That  ear  'S2  caraiaga  aad  dK  "S}  Jaaaarr  caimafi  are  csipecad  ta  be  i 
preacmatieas  lest  caa«iacia^  Besides,  cmr  prrwiwitiea  ouacriab  waa'i  be  leadf  waol  after  iIh  cad  af 
Jaauarv. 

2)  Beth  ada  are  lihclr  m  be  ««rf  baar. 

])  b  iBSf  be  better  ta  fa  ia  Match  with  dw  deficit  fijarts  ef  Fchtsary  ia  haa^ 

We  weald  Che  la  take  dda  eppenuaiiy  m  chaak  yoa  far  jaar  tuupiiwea  dMsaghaat  dw  fear  aad  with 
yaa  a  happr  New  Year.  Saf  heila  »  aO. 

P5.  Tlw  Ml  ea  dM  fax  b  dnt  eTMr.  l^^^^HMHI  er  ef  Mr.  HlHi^^^^  IA  i 


The  FAX,  written  in  Japanese,  was  given  to  the  IRS  by  the  subsidiary 
which  daimed  it  meant  nothing.  Upon  translation.  IRS  condxided  that  ia 
purpose  was  to  increase  ramingn  in  Japan  by  raising  the  transfer  price  of 
cars  to  the  United  States.  Any  such  FAX  or  memo  would  be  evidence  of  a 
tax  evasion  intent  because  the  transfer  price  vras  set  without  any  regard  to 
the  intrinsic  value  of  the  cars  sold  to  the  U.S.  subsidiary.  The  identities  of 
the  companies  involved  have  not  been  disclosed,  

Source;  Hoxise  Wavs  and  Means  Comrrtin^  ^pd  Internal  Revenue  Scrnce 
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The  measure  of  damages  could  be  gain  to  any  proven  tax  evader  com- 
puted as  enhanced  revenues  or,  possibly,  loss  to  the  IRS  resulting  from  a 
keiretsu  tax  scheme,  or  consequent  loss  to  a  particular  American  busi- 
ness. Consistent  with  the  "express  admonition  that  RICO  is  to  *be  liber- 
ally construed  to  effectuate  its  remedial  purposes,' ""  ultimate  recovery 
could  be  multiples  of  lost  tax  dollars.  Little  beyond  this  is  certain.  RICO 
damages  theory  is  early  in  its  evolution  with  little  precedent.  Theory  is 
one  thing;  proof  quite  another.  As  is  true  in  any  case,  a  RICO  violation 
may  be  proven  by  either  direct  or  circumstantial  evidence.  The  best  cases 
would  rely  on  both.  The  primary  facts  to  be  proven  would  be  the  tax 
evasion  scheme,  of  Japan  Inc  and  its  United  States  based  subsidiary  and 
competitive  injury  sustained  as  a  resxilt  of  racketeering,  not  some  other 
cause  like  management  incompetence  or  produa  inferiority. 

Direa  evidence  is  likely  to  come  only  from  insiders  or  former  insiders.  -^ 
Whistleblowers  mav  come  forward  given  the  incentive  from  federal 
bounty  hunter  laws  of  sharing  on  a  percentage  basis  (possibly  up  to 
twenty-five  percent)  in  any  recovery  to  the  IRS  resulting  from  detecdon 
of  a  transfer  pricing  tax  evasion  scheme.^*  The  existence  of  a  single 
memorandimi,  or  its  destruction  or  alteration,  could  prove  devastating. 
[See  Box  #3]  Sophisticated  investigative  techniques  may  be  required  to 
develop  such  evidence  before  the  commencement  of  a  case,  because  pre- 
trial discovery  remains  the  only  other,  less  efficient,  option  for  developing 
insider  information.  .         '  .    • 

Given  the  government's  tight  control  over  information  held  by  the 
IRS,"  alternative  means  must  be  used  to  determine  the  tax  treatment  of 


73.  Id.  at  498  (quoting  Pub.  L.  91^52,  §  904(a),  84  Stat.  947). 

74.  A  person  who  provides  information  of  tax  evasion  is  eligible  to  receive  a  reward 
**nonnaiIy  not  to  exceed"  ten  percent  of  taxes,  penalties,  and  fines  then  oollected  as  a 
result  of  the  information.  LR.C  §  7623  (West  1988);  Treas.  Reg.  §  301.7623-1  (1990). 
One  who  brinag  a  dvil  fraud  suit  for  treble  damages  on  behalf  of  the  government  under 
the  False  Claims  Aa  based  on  condua  before  October  27,  1986  may  be  entitled  to  25 

.  percent  of  any  recovery  by  the  government.  31  U.S.a  §§  3729(c),  3730(d)  (West  Supp. 
1991).  A  number  of  states  have  similar  privateering  laws. 

To  give  more  incentive  to  whisileblowCTS,  Congress  should  amend  the  False  Claims 
Aa  to  make  it  applicable  to  post-October  27,  1986  condua  rising  to  the  levd  of  tax 
evasion  in  violation  of  LR.C.  §  7201  that  is  conunined  by  foreign-controlled  oorporadons 
through  transfer  pricing  abuses.  "  '■vr*^     f^     '. 

75.  mS  obtains  informadon  from  three  sources:  taxpayers,  third  parties,  and  other 
tax  authorities.  Whether  any  of  this  information  amid  be  available  to  a  private  Ildgant  in 
a  dvil  RICCTaciion  depends  on  the  rdevant  international  treaty.  Internal  Revenue  Code 
and  Federal  Rules  of  Qvil  Procedure  provisions.  The  Convention  on  Double  Taxation 
permia  IRS  to  exchange  informadon  for  the  purpose  of  "preventing  fraud  or  fiscal  eva- 
sion". Convention  On  Double  Taxation,  supra  note  36,  art  26(1).  Through  diis  infor- 
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inflated  transfer  prices.  The  most  obvious  source  of  evidence  of  keiretsu 


madon  sharing  process  IRS  may  already  have  senired  evidence  of  keirttsu  transfer  pric- 
ing abuses  between  Japanese  parents  and  their  United  States  subsidiaries.  IRS  may 
disdose  such  information  in  court  proceeiiings: 

The  competent  authorities  of  the  Contracting  States  shall  exchange  such  informa- 
tion  as  is  pertinent  to  carrying  out  the  provisions  of  this  Ginvention  or  preventing 
fraud  or  fiscal  evasion  in  relation  to  the  taxes  which  are  the  subjea  of  this  G>n- 
vcntion.  Any  information  so  exchanged  shall  be  treated  as  secret  and  shall  not  be 
disclosed  to  any  persons  other  than  those  (including  a  court  or  administrative 
•  body)  concerned  with  assessment,  collection,  enforcement  or  prosecution  in  respea 
of  the  taxes  which  are  the  subjea  of  this  G>nvention. 
Comention  On  Double  Taxation,  supra  note  36,  art.  26.  The  secrecy  provisions  of  the 
Comiendon  On  Double  Taxation:  "{do]  not  prohibit  disclosure  in  the  course  of  a  court 
proceeding"  (emphasis  added).  Technical  Explanation  concerning  the  Convention  on 
Double  Taxation  prepared  by  the  Staff  of  the  Joint  Gimmittee  on  Internal  Revenue 
Taxation  for  the  Senate  Foreign  Relations  Gimmittee,  appended  to  statement  by  Edwin 
S.  Cohen,  Assistant  Secretary  of  the  Treasury,  1973-1  CB.  630,  668. 

Apart  from  the  Convention  on  Double  Taxation,  the  Ihtemal  Revenue  Code  provides 
guidelines  for  the  disclosure  of  IRS  information.  I.R.C  §  6103(a)  (West  Supp.  1991) 
sets  forth  the  "general  rule"  that  "returns"  and  "return  information",  LR.C.  § 
6103(b)(1),  (2)  (West  Supp.  1991),  are  confidential  and  may  not  be  disclosed  except, 
inter  alia,  in  a  federal  or  state  judicial  or  administrative  proceeding  "pertaining  to  tax 
administration".  LR.C  §  6103(h)(4)(A)  (West  Supp.  1991).  See  also,  Uniud  Statu  v. 
Mangan,  575  F2d  32,  40  &.J1.9  (2d  Cir.  1978)  ("This  language  does  not  evidence  an 
intention  to  adopt  a  restrictive  interpretation  of  *tax  administration'.").  At  least  one  court 
has  daermined  that  LR.C  §  6103  does  not  bar  discovery  of  IRS  tax  informadon  in 
private  dvil  non-tax  cases.  See,  McSurley  v.  McAdavu,  502  F.  Supp.  52,  56  (D.O.C 
1980)  ("The  legisladve  history  surrounding  §  6103  indicates  that  Congress  simply  never 
addressed  the  issue  of  access  to  tax  informadon  by  private  parties  in  non-tax  dvil  cases, 
pursuant  to  coun  discovery  orders.  .  4jlu<^cial  supervision  of  the  discovery  process  will 
ensure  that  access  is  far  from  wholesale,  moreover,  the  insdtudon  of  properly  tailored 
protecdve  orders  will  minimiTr  any  resulting  invasion  of  privacy"). 

Accordingly,  in  the  event  that  IRS  should  commence  a  civil  or  ariminal  acdon  whidi 
parallels  a  private  civil  RICO  acdon,  ndther  the  Comention  on  Double  Taxation  nor 
LR.(^  §  6103  would  bar  disdosure.  of  any  IRS  informadon  regardless  of  ia  origins. 
-  In  the  absence  of  such  a  paralld  IRS-inidated  acdon,  disclosure  of  foreign  source 
informadon  would  depend  on  whether  a  private  dvfl  RICO  action  standing  alone,  was 
found  to  be:  (a)  a  court  proceeding  "concerned  with  assessment,  coUecdon,  enforcement 
or  prosecudon  in  reapeg  of  [income  taxes  within  the  meaning  of  the  Convendonf,  or  (b) 
a  federal  judicial  prorrfding  "pertaining  to  tax  administration"  within  the  meaning  of 
LR.C  §  6103,  or  (c)  that  discovery  within  the  RICO  acdon  is  permitted  under  the 
Federal  Rules  of  Civil  Procedure.  Of  course,  disclosure  of  other  non-fordgn  source  infor- 
madon would  be  premised  soldy  on  meeting  the  requirements  of  LR.C.  §  6103  or  the 
discovery  provisions  of  the  Federal  Rules  of  Civil  Procedure.  . 

Ndther  the  Cojtvention  on  Double  Taxation  nor  the  Internal  Revenue  Code  should 
prevent  the  disdosure  of  tax  information  in  a  private  civil  RICO  action  premised- on 
transfer  price  manipulation.  By  definidon,  such  a  cxvO  RICO  acdon  requires  proof  of  tax 
evasion.  Therefore,  it  is  "concerned  with"  and  "penain{s)  to"  the  aiicnmrnt  and  admin- 
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transfer  pricing  practices  is  previous  IRS  transfer  pricing  audits  and 
cases.  The  problem  of  access  to  tax  information  could  be  alleviated  were 
the  IRS  to  join  the  RICO  suit  in  order  to  recover  lost  taxes,  a  prospect 
which  would  seem  likely  given  allegations  of  massive  tax  fraud.*" 
•.  Ciromistantial  evidence  is  often  as  compellin!^  as  direct  evidence.  In 
the  tax  evasion  scenario  posited  here,  expen  testimony  could  establish 
tfie^  causal  link  between  racketeering  and  damages  sustained  by  an 
American  competitor  of  a  keiretsu,  in  much^the  same  way  as  is  doneTn 
dumping  cases.^'  audi  tmngs  as  reduceoprofits  and  loss  of  market  share 
are. relevant.  For  example,  economist  Presto witz  determined  that  United 
States  car  makers  operate  with  a  cost  disadvantage  of  two  thousand  dol- 
lars per  car  as  compared  with  the  Japanese  auto  industry."  If  this  cost 
differential  is  partly  the  produa  of  tax  evasion,  then  this  evidence  would 
support  RICO's  damage  causation  element.  A.  reasonable  hypothesis  is 
that  loss  of  price  advantage  produced  a  decline  in  market  position. 

Chronology,  the  relation  of  things  in  time,  is  especially  importanL  If 
goods  or  services  were  sold  to  a  foreign-controlled  United  States  based 
corporation  at  a  transfer  price  determined  only  at  Hscal  year-end,  then 
the  inference  would  be  that  taxes,  not  economics,  determined  that  price. 

X.    Injunction,  Risks,  and  Political  Blindsidinc 

An  injunction  may  be  used  to  secure  an  immediate  cessadon  of  trans- 
fer pricing  abuses.  An  injimaion  is  a  front-loaded  strategy  intended  to 
produce  real  market  results  at  the  outset  and  to  protea  American  com- 
petitors from  further  loss  during  the  pendency  of  the  case.  If  the  evidence 
shows  a  likelihood  of  prevailing  and  a  threat  of  irreparable  harm,  then  a 


istradon  of  income  taxes.  This  is  especially  so  since  a  judgment  could  have  a  preclusive 
effect  through  collateral  estoppel  with  respea  to  the  issue  of  tax  erasioii,  thus  giving  IRS 
a  direct  stake  in  the  outcome  of  the  case.  Sit  Utdud  StaUs  v.  Mendota^  464  UJS.  tS4,    ;. 
.158  (1984);  Allen  v.  McCuttj,  449.U.S.  90,  94-95  (1980)  (offensive  coUateal  estoppd).  -^ 

76.  One  coun  has  held  that  the  government  has  no  right  of  action  for  treble  dam^es 
under  RICO.  United  States  v.  The  Bonano  Organized  Crime  Fanuly,  a39_F.2d  20  (2d 
Clr.  1989).  The  government's  participation  may  be  based  on  a  theory  other  than  RICO.   • 

77.  Dumping  cases  are  handled  by  the  International  Trade  Administration  of  the 
United  Sutes  Oepanment  of  Commerce  and  the  International  Trade  Commission.  la  a 
bifurcated  process,  a  determination  is  made  whether  an  import  is  being  sold  below  (air    -: 

■  market  value,  luch  that  United  States  industry  is  injured  or  threatened  with  injury.  St* 
-19  U.S.CJL  n673(a)-(g)  (West  1980  &.  Supp.  1991);  19  CFJL  §§  201,  207.(1990).  " : 
The  result  is  the  imposition  of  antidumping  duties  on  imported  goods,  not  ^  damages  to 
injured  United  States  compames  that  RICO  might  provide.  ••■•^;     i^.-   ' 

78.  PR£JTOwrTX,  supra  note  31,  at  3.  ."    "*  '' ^       \^ 
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federal  court  could  enjoin^  the  Japanese  company  and  its  United  States 
counterpart  from  setting  artificially  high  transfer  prices.  This  would 
have  the  significant  advant^^e  of  testing  the  theories  upon  which  the  case 
is  premised,  producing  an  early  result  for  an  American  competitor,  and 
sending  an  unequivocal  message  to  corporate  Japan. 

All  litigation  has  risk.  The  use  of  RICO  in  the  keiretsu  setting  is 
novel,  and  a  coun  could  impose  monetary  sanctions  against  the  plaintiff, 
but  only  if  the  legal  theory  is  found  by  the  court  to  be  frivolous  and 
unsupported  by  the  facts.*"  The  best  defense  to  sanctions  is  a  complaint 
thoroughly  grounded  on  solid  investigation.  The  litigation  would  be  mas- 
sive and  likely  to  provoke  a  full  retaliatory  response,  including  counter- 
claims, because  of  what  is  at  stake.  If  an  injunction  were  granted,  a  court 
might  order  a  bond  to  be  posted.**  The  need  for  a  bond  is  questionable, 
however,  given  that  an  injunction  would  only  direct  that  transfer  prices 
have  an  economic,  not  tax,  justification.  Japan  Inc  would  be  hard 
pressed  to  claim  the  need  for  a  bond,  when  the  injunction  merely  ordered 
it  not  to  evade  taxes. 

J«itigation  would  occur  in  a  highly  charged  political  context.  Japan 
Inc.,  using  its  considerable  lobbying  resources  in  Washington.**  is  likely 
to  pressure  the  Department  of  Justice  and  the  IRS  not  to  cooperate  widi 
^  suit  or  actively  mtertere  with  its  progress.  The"  Department  of  State 
would  be  likely  to  objea  to  a  RICO  suit  as  interference  with  foreign 
policy  objectives.  Free  trade  advocates  who  would  view  this  as  a  diplo- 
matic rather  than  a  business  problem  would  also  likely  anempt  to  pre- 
vail. If  successful,  their  effons  would  be  evident  in  the  absence  of  overt 
government  cooperation  with  any  RICO  action.  — ■ 

The  free  trade  advocates  make  the  faulty  assumption  that  corporate 
Japan  is  a  trading  partner.  It  is  not.  Trade  implies  reciprocity  and  give- 


79.  Opinion  apparently  diverges  on  whedier  injunoxve  relief  is  available  under 
RICO  or  through  a  federal  court's  general  equitable  powen.  Compart  Aetna  Castialty  tc 
Sur.  Co.  V.  Liebowttz,  570  F.  Supp.  908  (E.D.N.Y.  1983)  (equitable  power),  ag'd  on 
othtr  grounds,  730  F.2d  90S  (2d  Cir.  1984)  and  In  re  Fredeman  Litigation,  843  F.2d 
821  (Sth  Cir.  1988)  (RICO  statutory  authority)  with  Religious  Technology  Center  v. 

■  WoUerihdm,  796  F.2d  1076,  1080-89  (9th  Or.  1986),  crrt.  dmitd,  479  U.S.  1103 
(1987)  (holding  thai  RICO's  legislative  intent  does  not  permit  the  granting  of  equitable 
reiieO-  Federal  courts  also  retain  the  power  to  enjoin  the  commission  of  a  crime.  In  re 
Debs,  158  U.S.  564,  593  (1895).  .-/     :      , 

.80.    Fed^R.  Cn^.  P.  11.         .."..'  -   •  -  - - 

_.:  .81.    Sti.'t.g.,  Fed.  R.  Civ.  R  6'5(c);  Ferguson  v.  Tabah,  288  F.2d  665,  675  (2d  Or. 

.^•-1961).      V*;.  .;-.       ■*•■  J.' .•'.••■  ^TT.T.C-    ■"".".'.*  ■       '    ■  ""■'   .""■■.•'    •■*'.-"■      ■         •"• 

. "  -  82.    Ste  Pat  Choate,  Agents  or  Influence,  chs.  4,  5  (1990);  John  B.  Judis,  771* 
Japantst  Mtgaphoru,  The  New  REFinuc,  Jan.  22,  1990,  at  20.  22. 
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anW-fa|gg,  mnccpts  that  trade  deficit  figtires  show  are  nearly  absent  in 
tJnited  Statc^pan  business.  Responding  to  predatory  practices  with 
the  rancept  of  tree  trade  is  like  regarding  freedom  as  an  adequate  re- 
sponse to  aggression.  If  government  chooses  not  to  intervene,  then  it 
should  allow  the  private  sector  to  present  its  best  case.  This*  requires 
some  form  of  cooperation. 

Because  of  political  overtones,  the  choice  of  venue  may  be  as  critical  as 
would  be  the  choice  of  courts.**  State  courts  have  concurrent  jurisdiction 
over  dvil  RICO  cases,  which  means  that  such  cases  may  be  brought  in 
state,  as  well  as  in  federal  coun.**  Many  states  have  their  own  dvil 
.  RICO  statutes.**  The  state  coun  option  should  not  be  ovcriooked  since 
local  courts  and  juries  would  probably  be  more  responsive  to  localized 
economic  conditions  and  less  concerned  with  international  politics. 

XL    The  Color  Television  Cases 

Any  RICO  action  must  take  into  account  the  political  context  in 
which  it  would  occur.  Prior  experience  shows  that  Japan  Inc.  has  no 
reservation  about  using  political  dout  when  its  interests  are  threatened 
by  litigation.  In  the  early  .1980s  American  television  manufacturers  led 
by  Zenith  unsuccessfully  used  the  antitrust  laws  to  try  to  block  what 
they  saw  as  a  conspiracy  by  Japanese  firms  to  drive  them  out  of  busi- 
ness. Allegedly,  the  Japanese  did  this  by  selling*  television  sets  in  Japan 
at  anifidally  high  prices  and  then  using  the  profits  to  finance  the  sale  of 
televisions  at  anifidally  low  prices  in  the  United  States.  In  its  brief  to 
the  United  States  Supreme  Coun  in  the  antitrust  case,  the  Japanese  gov- 
ernment admitted  imposing  controls  on  the  exportation  of  Japanese 
goods,  which  the  American  TV  industry  alleged  were  unlawful.**  The 
Justice  Department  intervened  and  actually  supponed  the  Japanese  po- 
sition that  its  companies  merely  observed  Japanese  government  regula- 
tions limiting  the  price,  quantity,  and  other  conditions  of  expon  from 
Japan  to  fordgn  markets.  This  is  known  as  die  "fordgn  sov^dgn  com- 
"  pulsion  defense."  The'justice  Department  found  that  tfiere  was  "no  evi- 
*  dence  of  concened  predatory  conduct  intended  to  destroy  and  supplant 


83.    A  RICO  action  may  be  brought  in  any  distria  in  which  a  defendant  "resides,  is 
•  found,  has  an  agent,  or  transacts  his  affairs."  18  U.S.CA.  §  1965(a).  ^_:S^.:'.  ,:•;'.  :  7 
-  84.    Tafflin  v.  Levitt,  493  U5.  455  (1990).   -^^  '•  •        ••  '^  "  •-•     . 

85.    New  Jeney,  Ohio,  Indiana,  Washington,  and  Illinois  are  among  those  states 
'"  ■  with  their  wn  civil  RICO  statutes.  Blakey  4  Perry;  rupm  note  56,  at  WS^lOlUdetail- 
ing  in  chan  form  federal  and  state  RICO  legislation).  1       '■'^'■^■'.^r-^i.-tZ-'i^'-'^'. 
:   86.    Brief  of  the  Gov't  of  Japan  at  3,  Matsushita  Elearic  Indus.  Co.  v.  Zenith  Radio 
Corp.,  475  U.S.  574  (1986),  availahU  in  LEXIS,  Genfed  library,  Brie&  File. 
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the  (United  States]  color  TV  industry,"  and  that  the  "simple  economic 
illogic"  of  such  a  plan  disproved  its  existence.** 

The  Supreme  Courts  in  a  five  to  four  vote,  accepted  the  Justice  De- 
partment's  "economic  illogic"  theory,"  but  not  before  hearing  the  posi- 
tion of  the  government  of  Japan  in  a  related  dumping  case.**  The  Court 
did  not  decide  the  "foreign  sovereign  compulsion  defense"  issue.  In  the 
related  dumping  case,  the  United  States  Solicitor  General  presented  to 
the  Coun,  at  'the  request  of  the  State  Department,  a  letter  that 
originated  from  the  Japanese  govemmenL  The  lener  warned  that  a  deci- 
sion against  Japan's  interests  would  damage  United  States- Japan  trade 
and  "adversely  affea  world  trade  generally."**  The  submission  of  this 
letter  was  so  far  out  of  line  that  Justice  Bladcmun  asked  the  Solicitor 
General  whether  the  letter  was  "a  threat  to  this  Court"  and  whether  he 
was  doing  his  "best  to  uphold  the  position  espoused  by  the  government 
of  Japan.'*** 

In  retrospea,  the  Justice  Department  position  supporting  Japan  Inc. 
would  be  merely  quaint  and  dated,  were  it  not  for  the  resulting  destruc- 
tion of  the  American  color  television  industry.  Zenith  remains  the  only 
major  United  States  based  firm  producing  color  televisions,  maintaining 
only  one  television  and  one  picture  tube  plant  in  the  nation.**  The  bulk 
pf  Zenith's  television  manufacturing  now  occurs  in  Mexico.** 

The  high-powered  lobbying  apparent  in  the  television  cases  may  be  in 
the  process  of  being  rep'eated.  United  States  Customs  Service  auditors 
reportedly  have  concluded  that  Honda  owed  about  20  million  dollars  in 
tariffs  on  1989  and  1990  model  cars  imported  into  the  United  States 
from  Canada.**  Although  these  cars  could  be  imported  duty-free  pro- 
vided that  at  least  half  of  the  value  added  to  them  originated  in  North 


.  .>     87.    Brief  for  the  United  States  at  18,  Matsushita  Eleoxic  Indus.  Co.  v.  Zenith  Radio 

Corp.,  .475  US.  574  (1986).  availabU  in  LEXIS,  Genfed  libnry.  Briefs  FOe. 
\--  '88.     Matsushia  Electric  Indus.  Co.  v.  Zenith  Radio  Corp.,  475  MS.  574  (1986). 
.■^-89.    Zenith  Radio  Corp.  v.  United  States,  437  U.S.  443  (1978).     r  V^  ■;  --  •    * 
'-':»p.90.  •»CHOATt,  supra  note  82,  at  93.        '  -r  ; ^  — ~_  -is^  t  .v,-s<t,^.,:..^,w  .;,.. 
91.    Id.zt  93-94.  In  the  related  dumping  case.  United  States  television  manufacturers 
-  '•  also  lost  by  unanimous  vote  in  their  attempt  to  force  the  Oepanmeu  of  Treasury  to 
'  coUea  382  million  doILirs  in  assessed,  but  unooUected,  dudes  on  imported  color  tdevi- 
...sions.  Prestmiably  after  much  lobbying,  Japanese  companies  paid  only  16  million  doUan. 

■■^^la.  at  97.  .     .      y     .   -.:•;•     i       ■   •  i—-  -?-'^r-j;~    .■  .  :■..'.    .    '*•- -iS..-z.  :'. 

'  *  V^  92.  _  Graham  &  Kxucman,  supra  note  29,  at  52-53.       *"  \  '■'^-  •    ■^*'^'' '-  '■'■ .  "  '■ 

i;^~~^94.  ^The'United  States  Customs  Service  daied  the  author's  Freedom  o(  Infonhatxon 
'•:^r.Aa  request  for  the  Honda  audit  repon  and  a  memonndum  of  the  Customs'  Commis- 
.';l^sioner  approving  their  findings.  Although  the  uithor  appealed  the  decision,  the  United 
^^.States  Customs  Service  affirmed  its  original  derision  on  February  4,  1992.     ~. 
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America,  customs  auditors  oonduded  the  actual  North  American  content 
was  only  forty  percenL  The  Customs  Commissioner  originally  decided  to 
initiate,  collection  action  on  the  tariff,  then  concluded  that  the  matter 
needed  further  investigation  after  a  visit  from  Honda's  attorney,  a  for^ 
mer  Treasxuy  Department  general  counsel,**  then  finally  upheld  the  ini- 
tial findings  of  Customs  auditors.**  Japan's  .'minister  of  International 
Trade  and  Industry  charaaerized  Custom's  action  as  "discriminadon 
•against  a  Japanese  company."**  Honda  has  announced  its  intendon  to 
appeaL  -  ■ 

RICO  could  neutralize  Japan  Inc's  political  operatives.  Given  the 
Rico  statute's  purposefully  broad  scope,  it  appears  unlikely  that  the 
foreign  sovereign  compulsion  defense  could  defeat  a  RICO  acdon  pre- 
mised on  tax  evasion.  The  counterargument  is  simple;  the  direction  of  a 
foreign  government  is  no  defense  to  tax  evasion.** 

XII.    Conclusion 

-  Evidence  of  tax-dodging  by  Japanese  controlled  corporations  through 
transfer  pricing  techniques  is  compellii^.  Billions  in  tax  revenues  have 
been  lost.  American  business  has  also  paid  a  price.  All  that  is  left  to  do  is 
a  case-by-case  analysis  to  fix  individual  responsibility.  RICO's  'Veil- 
aimed  light"  should  be  able  to  do  thaL 

Someone  else  will  argue  later — it  is  sure  tOxbe  an  American  law- 
yer— that  what  I  propose  is  no  solution  at  all,  and  nothing  more  than  a 
lawyer's  proscription  for  high-intensity  conflict.  To  the  contrary,  this  is  a 
battie  that  should  be  fought  to  begin  to  change  the  order  of  things.  Even 


'  .95.    Paul  Magnusson  et  aL,  Honda  Is  It  Am  American  Carf,  Bus.  Wk^  Nov.  18, 

1991,  atJtOS.  .        -.      -.—: r    •-•    .;-.     -'4ii^-—      -  ,.  ~ 

■  ,<:  [96.    Rbben  Pear,  Duties  Set  m  Honda  Over  Parts,  N.Y.  Times.  Mar^,  1992,  at 
:^  Dl.    ;.  "-•  • -u-.-";:  .•  "■  -      —•.»:.•". jV"^^: -..•■  •—•.     .. 

7.-^*r  97.    U^.  Move  on  Honda  Triggers  Complaints  by  Japanese  Offidtd,  Wau.  St.  J.,  -  .. .- 

^jAar.  4,-1992,  at  6.  ■''^-f:^—--^  '•  -''■^?-i;-^r^Iti;?^?^/"?#^ 

.ka^fsSi.  -.In  a  true  assertion  of  the  foreign  sovereign  oompulsion.defense,  a  defendant  ad-  >..-c. 

J  miu  its  o%vn  coodua  has  been  unlawful,  but  argues  that  dimritql  is  %varranted  because  a 
-^.foreign  government  compelled  the  unlawful  condna.  5m  Mannington  Mills,  Inc.  v.  Con- 
'•^'goleumCorp.,  595  F.2d  1287, 1293  (3rd  C2r.  1979);  Itteramerican  Re£.  Corp-v.  Texaa»  . 

Maracaibo,  307  F.  Supp.  1292. 1297-98  (D.  DeL  1970).  EssentiaUy,  courts  are  asked  to 
^abstain  (ran  exercising  jurisdiction,  a  dubious  prospea  for  private  litigants  in  light  of  . .\:^ 
^Wrwent  Supreme  Coun  decisions.  W.S.  KHpatrick  t  Co.,'Int  v.  Environmental  Teetonici  -    • 
^^Corp.,  493  U.S.  400  (1990)  (Ao  of  state  docmne  did  not  bar  RICO  action  proiicated^    .*J 
—."upon  the  p^vinent  rf  bribes  to  a  foreign  official  tawoaan  die  aw«a  of  a*  foreign  govern^^  V^. 
:^5«at~cimtraa):  N«;:Orieins  Pub.  Serr.  yJNewprieaS; "^91251^:350. 558  (1989) j^^^ 
^CTedcral  courts  lade  the  authority  tQ  abstain  from  jAe  otodse  of  jurisdicnm  that^has  ^^ 
..  .-been  conferred /.  *.«~  ■  ^jn!!=-i_i-jr»-  — /i-ttj-.i — »-"*--^  — ■»'»-.j»    _•. 
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they  are  to  become  more  open  to  competition.'**  RICO  oould  certainly 
do  that. 

United  States  business  seems  ever  the  compliant  victim.  Whether  it  be 
corporate  Japan  or  unscrupulous  junk  bond  promoters  and  taJceover  an> 
ists,  or  government  regulation  (too  much  or  too  little),  someone  else  al- 
ways seems  to  be  to  blame  for  business  setbacks.  Because  the  root  of  the 
problem  lies  elsewhere,  so  it  seems  to  American  business  does  the 
solution.  .  .-■.;.- 

Yet,  RICO  is  available  now  for  those  with  the  will  to  act.  As  they 
think  about  it,  market  share  continues  to  shrink  and  RICO's  four  year 
statute  of  limitations  dcks  away. 
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STATEMENT  OF 
FRANCES  ZUNIGA 

BEFORE  THE 

SENATE  GOVERNMENT  AFFAIRS  COMMITTEE 
U.S.  SENATE 

March  25,  1993 
Mr.  Chairman,  and  members  of  the  committee: 

My  name  is  Frances  Zuniga.  Please  accept  my  thanks  for  the 
privilege  of  submitting  my  written  testimony.  I  would  like  to  share 
my  experience  with  IRC  Section  482  pricing  cases  with  you. 

I  am  now  employed  in  private  industry.  Before  I  joined 
private  industry,  I  was  employed  by  the  State  of  California 
Franchise  Tax  Board  (FTB)  from  1989  to  1991.  At  FTB  I  trained  the 
auditors  on  certain  aspects  of  the  State  of  California's  Water's 
Edge  legislation.  This  training  included  a  study  of  Section  482  of 
the  Internal  Revenue  Code  and  its  regulations,  and  instruction  to 
the  auditors  of  how  to  examine  intercompany  transactions  between 
their  taxpayers  and  related  companies  not  included  in  a  state 
combined  report  due  to  a  Water's  Edge  election. 

Before  I  started  with  the  FTB,  I  was  a  revenue  agent  with  the 
Internal  Revenue  Service  (IRS)  for  almost  fifteen  years.  Six  of 
those  years  I  was  an  international  examiner  (I.E.).  As  an  I.E.,  I 
exeunined  foreign  owned  distributors  of  consumer  products  as  well  as 
U.S.  based  corporations  and  their  controlled  foreign  corporations. 
While  with  the  IRS,  I  proposed  adjustments  and  issued  International 
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Examiner's  reports  based  on  several  International  issues, 
including  Subpart  F  issues  and  IRC  Section  482  issues.  These 
reports  became  the  basis  for  both  30  and  90  day  letters  issued  to 
taxpayers  under  my  examination.  While  with  the  IRS  I  also  prepared 
training  materials  and  taught  classes  specifically  on  Section  482 
issues  and  related  examination  guidelines. 

The  purpose  of  this  statement  is  to  impress  upon  you  my  deep 
concern  over  the  ability  of  the  IRS  to  administer  the  enforcement 
of  Section  482.  As  I  stated  in  testimony  before  another 
Congressional  committee  in  1990,  the  heart  of  the  problem  is 
Section  482  and  the  regulations,  and  it  is  still  my  belief  even 
though  there  are  new  proposed  regulations. 

The  purpose  of  Section  482  is  to  prevent  the  evasion  or 
avoidance  of  tax  by  taxpayers  engaged  in  transactions  with  related 
parties.  The  intended  result  is  to  place  a  controlled  taxpayer  on 
the  same  parity  as  an  uncontrolled  party  with  respect  to  those 
transactions.  The  standard  to  be  used  is  known  as  the  arm's  length 
standard.  In  most  cases  this  standard  is  derived  at  indirectly  by 
an  IRS  economist  utilizing  a  subjective  hypothesis,  because 
normally  the  companies  and  their  affiliates  have  no  unrelated  third 
party  transactions  with  which  to  measure  the  related  ones.  This 
hypothesis  is  formed  based  upon  critical  assumptions  that  the  IRS 
economist  has  made  concerning  the  business  of  the  taxpayer. 
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The  logical  starting  point  is  to  identify  other  companies  in 
the  sane  industry  as  the  taxpayer  and  attempt  somehow  to  make  then 
comparable  to  the  taxpayer.  However,  if  other  companies  in  the 
industry  are  not  comparable  (usually  because  they  also  engage 
primarily  in  controlled  party  transactions) ,  the  economist  is  left 
with  the  dilemma  of  searching  the  universe  for  the  arm's  length 
transaction  which  is  closest  to  the  taxpayer's  transactions. 
Literally  that  economist  must  go  from  soup  to  nuts  in  his  search 
for  anything  which  resembles  a  comparable. 

The  fact  is  no  one  can  really  determine  an  arm's  length  price. 
There  are  simply  no  comparable  transactions  for  many  of  these 
companies.  The  arm's  length  standard  pretends  that  related 
companies  behave  as  if  they  are  unrelated  and  assumes  that  in  each 
marketplace  there  are  willing  buyers  and  sellers.  This  assumption 
clearly  does  not  work  where  the  narket  is  controlled. 

Under  these  circumstances  the  IRS  is  left  with  the  untrammeled 
discretion  of  using  "any  reasonable"  nethod  to  determine  the  so 
called  arm's  length  price.  Such  a  method  is  at  the  very  least 
subjective  and  inaccurate  and  can  yield  very  unnatural  results. 

Many  times  the  results  obtained  using  such  inexact  comparables 
confers  more  income  to  the  taxpayer  than  the  combined  incomes  of 
both  the  taxpayer  and  its  affiliate.  There  is  something  inherently 
wrong  with  this  conclusion.   Consequently  a  result  such  as  this 
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ignores  the  economic  reality  of  the  companies  as  a  single  economic 
vinit,  and  leaves  no  room  for  recognition  of  the  realities  of  the 
relationship.  My  experience  is  that  the  I.E.  or  his  manager  will 
decide  to  use  the  comparable  which  yields  the  highest  adjustment, 
not  necessarily  the  correct  adjustment. 

Unfortunately,  the  scenario  becomes  predictable.  The  company 
and  its  attorneys  taXe  one  extreme  position,  the  IRS  the  other, 
each  side  hoping  that  their  positions  will  gain  the  advantage. 
This  results  in  a  very  costly  process  for  both  sides.  This  forces 
reliance  on  a  hypothetical  standard  which,  only  by  definition,  is 
reasonable  based  only  on  itself  and  not  the  actual  facts  and 
circumstances . 

Another  problem  with  the  selection  of  such  a  "comparable"  is 
that  once  the  IRS  comes  up  with  what  it  believes  to  be  a  pricing 
methodology,  it  will  want  to  use  that  particular  methodology  for 
future  examination  years,  despite  significant  changes  in  the 
particular  industry  or  economy. 

I.E.s  and  economists  have  little  or  no  resources  to  perform 
acceptable  research  on  what  comparables,  if  any,  are  available  to 
review.  If  there  are  companies  that  might  appear  comparable,  the 
I.E.  is  stopped  by  his  own  management  from  adequately  evaluating 
the  data  from  them  and  is  not  supported  with  the  summons 
enforcement  process.  Because  the  potentially  comparable  companies 
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are  not  the  taxpayer  under  examination,  it  is  very  difficult  to 
motivate  them  to  turn  over  information,  much  less  supporting 
documentation.  One  reason  for  this  is  much  of  the  information 
sought  from  potential  comparable  companies  is  proprietary  in 
natvire,  and  not  the  type  of  data  a  company  would  be  willing  to 
share  with  its  competition.  It  is  the  policy  of  the  IRS  for  I.E.s 
not  to  issue  summonses  to  third  parties,  even  when  such  summonses 
are  considered  "friendly".  Therefore  the  I.E.  is  left  with  making 
a  determination  based  on  publicly  available  information  not 
specific  enough  to  make  a  valid  assessment  of  the  comparability  of 
the  underlying  risks  and  functions. 

From  an  I.E.'s  and  his  manager's  points  of  view,  pricing  cases 
are  not  desirable  because  they  cannot  be  closed  quickly.  Pricing 
audits  take  a  very  long  time  because  of  the  amount  of  facts  needed 
to  be  developed.  Pricing  cases  do  not  lend  themselves  easily  to  a 
digestible  audit  program.  If  a  case  takes  a  long  time  to  work,  an 
I,E.  is  under  serious  pressure  from  his  case  manager  or  branch 
chief  to  raise  a  significant  issue.  The  longer  the  case  takes  to 
work,  the  higher  the  expected  adjustment  is  in  order  to  justify  the 
time  spent  on  the  examination,  whether  that  adjustment  is  correct 
or  not.  Left  to  his  own  imagination,  the  I.E.  tends  to 
"cherrypick"  from  the  information  the  facts  that  best  support  the 
highest  possible  adjustment.  Predictably,  this  leads  to  a  very 
expensive  "war"  between  the  taxpayer  and  the  IRS,  with  much  of  the 
fight  focusing  over  what  facts  were  important. 
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Because  of  this  tendency  taxpayers  and  their  representatives 
are  not  motivated  to  cooperate  with  the  I.E.  The  goal  of  most 
taxpayers  undergoing  an  examination  by  the  IRS  is  to  resolve  issues 
as  quickly  and  as  efficiently  as  possible.  A  pricing  examination 
tends  to  be  so  complex  and  time  consuming  that  taxpayers  find  many 
I.E.'s  and  their  managers  unable  or  unwilling  to  seriously  explore 
resolution  of  the  issue  at  the  examination  level,  contrary  to  the 
goals  set  by  Compliance  2000.  Taxpayers  are  hesitant  to  expend  the 
cost  and  effort  to  cooperate  when  much  of  the  information  required 
by  the  I.E.  ends  up  not  being  considered. 

The  IRS  Internal  Revenue  Manual  has  a  fairly  detailed  audit 
plan  for  the  I.E.  with  respect  to  Section  482  issues.  The  Manual 
calls  for  the  gathering  of  volviminous  information  and  the 
production  of  a  functional  analysis,  but  does  not  really  assist  the 
I.E.  with  what  to  do  with  information  once  gathered  or  the  analysis 
once  performed,  nor  is  the  I.E.  able  to  give  the  taxpayer  an 
adequate  explanation  of  why  the  information  must  be  gathered. 

After  all  the  time  and  effort  spent  by  both  the  IRS  and  the 
taxpayer  to  get  information,  the  data  is  not  really  that  useful  for 
determining  a  potential  adjustment.  With  all  the  emphasis  and 
effort  which  went  into  the  Section  6038A  legislation,  the  ultimate 
value  of  the  information  is  questionable,  because  it  usually  will 
not  identify  comparable  transactions  on  which  to  develop  a  pricing 
methodology. 
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A  Section  482  examination  requires  a  lot  of  manpower  and  other 
resources;  a  team  of  I.E.s,  an  economist,  and  an  attorney,  not  to 
mention  clerks  and  accounting  aides.  The  examinations  are  difficult 
for  the  I.E.,  because  even  with  the  added  legislation  empowering 
the  I.E.  to  require  foreign  based  inforination  from  the  taxpayer, 
his  or  her  management  fails  to  lend  timely  support.  My  experience 
in  my  last  years  with  the  IRS  was  that  the  priority  for  IRS 
managers  was  case  statistics  in  terms  of  dollar  adjustments  raised 
per  hour  of  examination  time. 

When  I  was  first  assigned  my  pricing  cases,  they  already  had 
been  in  process  for  over  three  years.  The  I.E.  previously  assigned 
to  the  case  had  taken  advantage  of  a  district  reorganization  to 
leave  the  cases,  but  not  before  he  wrote  a  report  which  applied  an 
incorrect  adjustment.  I  brought  the  report  to  the  attention  of  my 
manager  and  branch  chief.  My  assessment  was  to  either  start  over  or 
withdraw  from  the  case  with  a  no-change  recommendation.  However, 
I  was  ordered  by  my  branch  chief  through  the  case  manager  to  use 
the  report  anyway.  I  refused  and  while  I  was  away  on  a  teaching 
detail,  the  branch  chief  directed  my  manager  and  the  case  manager 
to  meet  secretly  with  the  president  of  one  of  the  companies  in  an 
effort  to  coerce  the  company  to  accept  an  adjustment  that  had  no 
basis  in  law.  When  I  returned  from  my  teaching  detail  I  was 
required  to  present  the  taxpayer  with  an  adjustment  calculated 
using  the  prior  I.E.'s  methodology.  Feeling  that  there  was  nothing 
else  I  could  do,  I  complied  with  my  orders. 
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This  kind  of  pressure  on  an  I.E.  to  produce  adjustments  by 
management  guarantees  a  tax  policy  which  lacks  integrity,  does 
nothing  to  motivate  voluntary  compliance  and  destroys  employee 
morale.  One  of  the  major  reasons  I  decided  to  leave  the  IRS  was 
because  I  could  not  reconcile  myself  to  produce  adjustments  on 
issues  which  I  did  not  believe  in. 

In  1990  I  had  the  honor  of  presenting  my  testimony  before  the 
Subcommittee  on  Oversight  concerning  this  issue.  I  stated  in  prior 
testimony  that  I  believed  in  the  tax  system.  I  still  do.  I 
understood  that  tax  law  is  not  always  "fair"  to  all  taxpayers  all 
the  time.  However,  I  do  believe  that  in  order  to  encourage 
voluntary  compliance,  tax  laws  have  to  be  administered  evenly  and 
consistently  all  the  time,  and  this  just  does  not  occur  with  the 
administration  of  Section  482. 

My  belief  is  that  it  is  time  for  the  myth  of  the  arm's  length 
standard  to  be  laid  to  rest.  Chasing  the  holy  grail  of  the  arm's 
length  standard  is  not  constructive  to  either  the  IRS  or  the 
taxpayer.  The  only  real  beneficiaries  from  sustaining  this 
philosophy  are  tax  attorneys  and  self  styled  expert  witnesses. 


This  issue  is  costing  both  sides  incredible  amounts  of  time 
and  money  and  is  worse  than  the  tax  shelter  cases  were  in  bottling 
up  Tax  Court.  At  least  a  resolution  in  a  tax  shelter  case  could  be 
applied  to  a  number  of  cases  with  similar  issues.  However,  pricing 
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cases  are  so  fact  sensitive  that  even  after  all  the  time  and  effort 
and  cost  there  is  little  learned  which  is  useful  to  any  other 
taxpayer . 

I  believe  the  IRS  needs  to  direct  its  efforts  back  to 
voluntary  compliance  from  its  taxpayers  and  I  applaud  Compliance 
2000.  There  are  other  challenges  before  the  IRS  which  I  believe 
are  much  more  important  and  deserving  of  its  enforcement  efforts 
than  expending  its  I.E.s  and  other  scarce  resources  like  so  much 
cannon  fodder  on  a  battle  that  should  just  not  happen. 

Section  482  is  a  simple  statute  subject  to  almost  twenty  five 
years  of  complex  interpretation.  Uncertainty  and  dissatisfaction 
with  the  regulations  in  existence  for  almost  three  decades  have 
resulted  in  change  after  change.  Still  with  all  the  time  and  effort 
made  to  produce  the  proposed  regulations,  we  are  no  better  off  than 
we  were  twenty  five  years  ago.  This  fact  alone  should  demonstrate 
the  complexity  of  the  issues  involved. 

I  find  myself  wondering  whether  we  are  trying  to  hold  on  to  an 
ideology  which,  while  admirable  in  theory,  is  just  not  practical  to 
administer.  A  methodology  of  determining  a  taxing  jurisdiction's 
fair  share  of  tax  from  an  enterprise  can  certainly  be  agreed  to  in 
some  form  of  a  profit  split,  or  a  formulary  approach.  While  by  no 
means  the  only  answer,  such  a  method  must  be  preferable  because  it 
can  be  reasonably  administered.  A  profit  split,  or  other  formulary 
approach,  recognizes  economic  unit  as  a  whole,  while  reasonable 
people  may  disagree  what  formula  should  be  employed,  at  least  there 
is  a  basis  of  reference.  By  definition  limits  are  set  and  I.E.s  can 
arrive  at  a  reasonable  conclusion  without  expending  years  and 
valuable  resources  on  such  a  controversial  issue. 


June  1993 
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General  Government  Division 
B-253439 

June    11,    1993 


The  Honorable  Byron  L.  Dorgan 
United  States  Senate 

Dear  Senator  Dorgan: 

This  fact  sheet  responds  to  your  request  for  additional 
information  on  corporations  that  paid  little  taxes. 
Specifically,  we  determined  how  many  taxpaying 
corporations  in  various  asset  categories  paid  a  minimal 
amount  of  income  tax  in  1989.   In  addition,  we  identified 
the  specific  line  items  on  the  tax  return  that  accounted 
for  the  differences  in  the  cost  of  goods  sold  reported  by 
foreign-  and  U. S. -controlled  corporations.   This 
information  is  presented  in  the  attached  tables  and 
summarized  belov*. 

MANY  VERY  LARGE  CORPORATIONS  PAID 
LESS  THAN  $100.000  IN  INCOME  TAX 

More  than  40  percent  of  very  large  corporations  doing 
business  in  the  United  States--those  with  assets  of  $250 
million  or  more--either  paid  no  income  taxes  or  paid 
income  taxes  of  less  than  $100,000.'   In  our  recent 
testimony  on  transfer  pricing  issues,  we  reported  that  207 
(30  percent)  of  the  693  very  large  foreign-controlled 
corporations  did  not  pay  income  taxes,  as  compared  to 
1,555  (33  percent)  of  the  4,650  very  large  U.S. -controlled 
corporations.^   In  the  group  of  very  large  taxpaying 
corporations,  we  found  that  102  (15  percent)  foreign- 


'We  use  $100,000  as  our  cutoff  for  minimal  taxes  paid  here 
because  the  corporations  of  this  size  that  did  pay  taxes 
paid  an  average  of  $19  million,  and  compared  to  that 
figure,  we  believe  $100,000  is  a  relatively  small  amount. 
Similar  reasoning  lies  behind  the  other  minimal  amounts  we 
use  although  the  gaps  between  average  and  minimal  taxes 
are  not  nearly  as  large. 

^International  Taxation:   Updated  Information  on  Transfer 
Pricing  (GAO/T-GGD-93-16,  Mar.  25,  1993). 
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controlled  corporations  and  362  (8  percent)  U.S. -controlled 
corporations  paid  less  than  $100,000  in  Income  taxes  (see  table 
I.l  in  appendix  I).   Combined,  the  corporations  either  paying  no 
taxes  or  minimal  taxes  were  about  45  percent  of  all  very  large 
foreign-controlled  corporations  and  about  41  percent  of  all  very 
large  U.S . -controlled  corporations.   These  corporations  had  about 
27  and  11  percent,  respectively,  of  the  total  receipts  of  all 
very  large  corporations  (see  table  1.2)  and  owned  about  36  and  19 
percent,  respectively,  of  the  total  assets  owned  by  all  very 
large  corporations  (see  table  1.3). 

FEWER  VERY  LARGE  FOREIGN-CONTROLLED  CORPORATIONS 
PAID  INCOME  TAXES  OF  $1  MILLION  OR  MORE.  BUT  THEY 
ALSO  ACCOUNTED  FOR  FEWER  RECEIPTS 

Proportionately,  fewer  very  large  foreign-controlled  corporations 
than  their  U.S.  counterparts  paid  income  taxes  of  $1  million  or 
more  (see  table  I.l).   About  36  percent  of  very  large  foreign- 
controlled  corporations  paid  income  taxes  of  $1  million  or  more, 
compared  with  47  percent  of  very  large  U.S. -controlled 
corporations.   However,  these  very  large  foreign-controlled 
corporations  also  accounted  for  fewer  receipts.   Table  1.2  shows 
that  these  corporations  accounted  for  61  percent  of  the  total 
receipts  of  very  large  foreign-controlled  corporations,  compared 
with  85  percent  of  the  total  receipts  of  very  large  U.S.- 
controlled  corporations. 

Taxes  paid  by  this  group  of  very  large  corporations--those  that 
paid  $1  million  or  more  in  taxes --averaged  $16.7  million 
($4,127.5  million  divided  by  247  corporations)  among  those 
foreign-controlled  and  $29.5  million  ($64,141.3  million  divided 
by  2,172  corporations)  for  those  U.S. -controlled. 

PROPORTIONATELY.  SMALLER  FOREIGN-CONTROLLED  CORPORATIONS 
ACCOUNTED  FOR  MORE  TAXES  PAID 

The  pattern  changes  among  corporations  with  less  than  $100 
million  in  assets.   In  this  group,  88  percent  of  foreign- 
controlled  and  93  percent  of  U.S. -controlled  corporations  pal 
either  no  income  tax  or  less  than  $10,000  in  taxes.   These 
corporations  accounted  for  49  percent  and  56  percent  of  total 
receipts,  respectively. 


paid 


In  addition,  more  foreign-controlled  corporations  of  this  size 
paid  $1  million  or  more  in  income  taxes--0.7  percent  compared  to 
0.1  percent  for  U.S. -controlled  corporations  of  this  size.   These 
foreign-controlled  corporations  accounted  for  13  percent  of  the 
receipts  of  foreign-controlled  corporations  of  this  size, 
compared  to  7  percent  of  receipts  of  U.S.  controlled  corporations 
in  this  group. 
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Tables  1.3  and  1.4  provide  additional  information  on  the  assets 
owned  and  taxes  paid  by  foreign-  and  U.S. -controlled  corporations 
with  assets  of  $100  million  or  more.   Tables  1.5  through  1.8  show 
returns,  receipts,  assets  owned,  and  taxes  paid  by  corporations 
with  assets  of  less  than  $100  million. 

THE  COST  OF  PURCHASES  COMPRISES  A  LARGER  PERCENTAGE 
OF  TOTAL  RECEIPTS  FOR  FOREIGN-CONTROLLED  CORPORATIONS 

We  found  in  our  1992  transfer  pricing  report^  that  the  ratio  of 
cost  of  goods  sold  over  sales  for  foreign-controlled  corporations 
was  75  percent  in  1987,  which  was  10  percent  higher  than  the  same 
ratio  for  U.S. -controlled  corporations.   Also,  the  ratio  of  cost 
of  goods  sold  over  sales  for  a  group  of  Japanese-controlled  firms 
in  five  wholesale  industries  was  consistently  higher  than  the 
same  ratio  for  both  European-  and  U.S. -controlled  wholesale  firms 
between  1983  and  1987.* 

In  our  1993  transfer  pricing  testimony,  we  reported  that  the 
ratios  of  cost  of  goods  sold  to  receipts  for  all  taxpaying  and 
nontaxpaying  foreign-controlled  corporations  were  12  and  14.7 
percentage  points  higher,  respectively,  than  the  ratios  for  U.S.- 
controlled  corporations  of  the  same  taxpaying  status  in  1989. 
Some  have  speculated  that  artificially  high  intercompany  prices 
caused  higher  percentages  like  these  on  the  part  of  foreign- 
controlled  corporations. 

Tables  1.9  and  I. 10  present  the  various  components  that  make  up 
cost  of  goods  sold.   The  largest  component  of  cost  of  goods  sold 
for  both  foreign-  and  U.S. -controlled  corporations  is  purchases. 
However,  the  ratio  of  purchases  to  total  receipts  for  foreign- 
controlled  corporations  was  much  greater  than  the  ratio  for  U.S.- 
controlled  corporations.   Taxpaying  foreign-controlled 
corporations  had  a  ratio  of  nearly  54  percent,  20  percentage 
points  higher  than  that  for  taxpaying  U.S. -controlled 
corporations.   For  corporations  that  did  not  pay  tax,  the  ratio 
of  purchases  to  receipts  was  about  17  percentage  points  higher 
for  foreign-controlled  corporations  than  for  U.S. -controlled 
corporations . 


^International  Taxation;   Problems  Persist  in  Determining  Tax 
Effects  of  Intercomoanv  Prices  (GAO/GGD-92-89) ,  June  15,  1992) 

*The  five  wholesale  industries  were  machinery,  equipment,  and 
supplies;  motor  vehicles  and  automotive  equipment;  metals  and 
minerals;  electrical  goods;  and  other  durable  goods.   These 
industries  accounted  for  29  percent , of  all  foreign-controlled 
corporations'  sales  in  1987  but  only  4  percent  of  all  U.S.- 
controlled  corporations'  sales. 
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METHODOLOGY 

To  Obtain  the  information  for  this  fact  sheet,  we  analyzed  1989 
data  from  the  Internal  Revenue  Service's  (IRS)  Statistics  of 
Income  (SOI)  Division.   The  database  includes  a  weighted  sample 
of  both  U.S.-  and  foreign-controlled  corporate  tax  returns  filed 
in  the  United  States.   In  general,  SOI  included  in  its  1989 
database  almost  all  large  firms  with  assets  of  $100  million  or 
more.   Hence,  the  estimates  in  tables  I.l  to  1.4  for  large  firms 
with  assets  of  $100  million  or  more  would  have  little  sampling 
error . 

However,  the  estimates  in  tables  1.5  to  I. 10  are  based  on 
samples,  and  hence  they  are  subject  to  sampling  error. 
Differences  between  U.S. -controlled  and  foreign-controlled 
corporations  in  the  tables  1.5  to  1.10  may  not  be  statistically 
significant.   Data  limitations  are  discussed  in  the  SOI 
publication  1989  Corporation  Income  Tax  Returns. 

We  did  our  work  between  March  and  May  1993  in  accordance  with 
generally  accepted  government  auditing  standards. 


As  agreed  with  your  office,  unless  you  publicly  announce  its 
contents  earlier,  we  plan  no  further  distribution  of  this  fact 
sheet  until  30  days  from  the  date  of  this  letter.   At  that  time, 
we  will  send  copies  to  the  Commissioner  of  the  Internal  Revenue 
Service,  the  Secretary  of  the  Treasury,  and  other  interested 
parties.   The  major  contributors  to  this  fact  sheet  are  listed  in 
appendix  II.   If  you  have  any  questions  about  the  information 
provided,  please  contact  me  at  (202)  272-7904. 

Sincerely  yours. 


Tax  Policy  and 
sues 
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STATISTICS    ON   FOREIGN-    AND   U . S . -CONTROLLED    CORPORATIONS 

Table   I.l:      Number  of  Returns   of  Forelen-   and  U.S. -Controlled  Corporations 
With   $100  Million  or  More   In  Assets,    by   Income  Taxes   Paid.    1989 


Distribution  by  asset 
size/taxes  paid 

Foreign-controlled 
corporations 

U.S. -controlled 
corporations 

Companies  with  assets  of 
$250  million  or  more 

Number  of 
returns 

Percent 

of  asset 

group 

Number  of 
returns 

Percent 

of  asset 

group 

No  tax  paid 

207 

29.9 

1,555 

33.4 

Less  than  $100,000 

102 

14.7 

362 

7.8 

$100,000  under  $1  million 

137 

19.8 

563 

12.1 

$1  million  or  more 

247 

35.6 

2,172 

46.7 

Total 

693 

100.0 

4,650 

100.0 

Companies  with  assets  of 
$100  million  or  more  but 
less  than  $250  million 

No  tax  paid 

238 

39.4 

1,614 

34.0 

Less  than  $100,000 

88 

14.6 

467 

9.8 

$100,000  under  $1  million 

158 

26.3 

1,717 

36.1  1 

$1  million  or  more 

119 

19.8 

954 

20.1 

Total 

603 

100.00 

4,752 

100.0  1 

Note:      Totals  may  not  add  due   to   rounding. 
Source:      IRS. 
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Table  1.2:   Receipts  of  Foreign-  and  U. S. -Controlled  Corporations  With  $100 
Million  or  More  in  Assets,  by  Income  Taxes  Paid.  1989 

Dollars  in  millions 


1 ==— = 

Distribution  by  asset 
size/taxes  paid 

Foreign-controlled 
corporations 

U.S. -controlled 
corporations 

Companies  with  assets  of 
$250  million  or  more 

Receipts 

Percent 

of  asset 

group 

Receipts 

Percent 

of  asset 

group 

No  tax  paid 

$94,956 

14.0 

$341,620 

6.8 

Less  than  $100,000 

87,037 

12.8 

202,996 

4.0 

$100,000  under  $1  million 

80,056 

11.8 

213,939 

4.2 

$1  million  or  more 

417,236 

61.4 

4,288,515 

85.0 

Total 

$679,285 

100.0 

$5,047,070 

100.0 

Companies  with  assets  of 
$100  million  or  more  but 
less  than  $250  million 

No  tax  paid 

$30,450 

31.4 

$85,101 

20.3 

Less  than  $100,000 

14.354 

14.8 

1 

41,030 

9.8 

$100,000  under  $1  million 

26,934 

27.7 

87,258 

20.8 

$1  million  or  more 

25.365 

26.1 

206,756 

49.2 

Total 

$97,103 

100.0 

$420,145 

100.0 

Note:   Totals  may  not  add  due  to  rounding. 
Source:   IRS. 
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Table  1.3:   Assets  of  Forelen-  and  U. S. -Control led  Corporations  With  $100 
Million  or  More  in  Assets,  by  Income  Taxes  Paid.  1989 

Dollars  in  millions 


Distribution  by  asset 
size/taxes  paid 

Foreign-controlled 
corporations 

U.S. -controlled 
corporations 

Companies  with  assets  of 
$250  million  or  more 

Assets 

Percent 

of  asset 

group 

Assets 

Percent 

of  asset 

group 

No  tax  paid 

$243,226 

20.6 

$1,904,803 

14.9 

Less  than  $100,000 

176,543 

15.0 

525.914 

4.1 

$100,000  under  $1  million 

128,083 

10.9 

521.319 

4.1 

$1  million  or  more 

631,022 

53.5 

9.844.794 

76.9 

Total 

$1,178,874 

100.0 

$12,796,830 

100.0 

Companies  with  assets  of 
$100  million  or  more  but 
less  than  $250  million 

No  tax  paid 

$36,530 

38.7 

$252,339 

34.1 

Less  than  $100,000 

13,471 

14.3 

71.832 

9.7 

$100,000  under  $1  million 

25,041 

26.5 

259.779 

35.1 

$1  million  or  more 

19,357 

20.5 

155,538 

21.0 

Total 

$94,399 

100.0 

$739,488 

100.0 

Note:   Totals  may  not  add  due  to  rounding. 
Source:   IRS. 
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Table  I. A:   Taxes  Paid  by  Foreign-  and  U. S. -Controlled  Corporations  With  $100 
Million  or  More  in  Assets,  by  Income  Taxes  Paid.  1989 

Dollars  in  millions 


Distribution  by  asset  size/ 
taxes  paid 

Foreign-controlled 
corporations 

U.S. -controlled 
corporations       | 

Companies  with  assets  of 
$250  million  or  more 

Taxes 
paid 

Percent 

of  asset 

group 

Taxes 
paid 

Percent 

of  asset 

group 

No  tax  paid 

$0.0 

0.0 

$0.0 

0.0 

Less  than  $100,000 

2.6 

0.1 

9.3 

0.0 

$100,000  under  $1  million 

63.4 

1.5 

283.2 

0.4 

$1  million  or  more 

4,127.5 

98.4 

64,141.3 

99.6 

Total 

$4,193.5 

100.0 

$64,433.8 

100.0 

Companies  with  assets  of 
$100  million  or  more  but 
less  than  $250  million 

No  tax  paid 

$0.0 

0.0 

$0.0 

0.0 

Less  than  $100,000 

2.5 

0.5 

15.6 

0.3 

$100,000  under  $1  million 

60.8 

11.5 

768.4 

15.2 

$1  million  or  more 

466.9 

88.1 

4.264.2 

84.5 

Total 

$530.2 

100.0 

$5,048.2 

100.0 

Note:   Totals  may  not  add  due  to  rounding. 
Source:   IRS. 
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Table  I. 5;   Number  of  Returns  of  Foreign-  and  U. S. -Controlled  Corporations 
With  Less  Than  $100  Million  in  Assets,  by  Income  Taxes  Paid.  1989 


Foreign-controlled 
corporations 

U.S. -controlled 
corporations 

Distribution  by  taxes  paid 
of  companies  with  assets  of 
less  than  $100  million 

Number  of 
returns 

Percent 

of  asset 

group 

Number  of 
returns 

Percent 

of  asset 

group 

No  tax  paid 

31.690 

72.8 

1,262,801 

59.0 

Less  than  $10,000 

6,792 

15.6 

721,269 

33.7 

$10,000  under  $100,000 

3,039 

7.0 

124,646 

■ 

5.8 

$100,000  under  $1  million 

1,719 

4.0 

29,126 

1.4 

$1  million  or  more 

303 

0.7 

2,381 

0.1 

Total 

43,543 

100.0 

2,140,223 

100.0 

Note  1:   Totals  may  not  add  due  to  rounding. 

Note  2:   Figures  were  obtained  from  weighted  estimates  based  on  samples.   The 
weights  were  provided  by  IRS,  and  the  estimates  are  subject  to  sampling  error. 
Sampling  error  may  vary  widely  from  one  estimate  to  another.   Data  limitations 
are  discussed  in  SOI  publication,  1989  Corporation  Income  Tax  Returns. 


Source: 


IRS. 
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Table  1.6:   Receipts  of  Foreign-  and  U. S. -Controlled  Corporations  With  Less 
Than  $100  Million  In  Assets,  by  Income  Taxes  Paid.  1969 

Dollars  in  millions 


Foreign-controlled 
corporations 

U.S. -controlled 
corporations       | 

Distribution  by  taxes  paid 
of  companies  with  assets  of 
less  than  $100  million 

Receipts 

Percent 

of  asset 

group 

Receipts 

Percent  | 

of  asset  H 

group  1 

No  tax  paid 

$77,553 

40.7 

$975,842 

34.5 

Less  than  $10,000 

15,922 

8.4 

592,702 

21.0 

$10,000  under  $100,000 

30,505 

16.0 

543,540 

19.2 

$100,000  under  $1  million 

42,262 

22.2 

512,437 

18.1 

$1  million  or  more 

24,491 

12.8 

203,736 

7.2 

1  Total 

$190,733 

100.0 

$2,828,257 

100.0 

Note  1:   Totals  may  not  add  due  to  rounding 

Note  2:   Figures  were  obtained  from  weighted  estimates  based  on  samples.   The 
weights  were  provided  by  IRS,  and  the  estimates  are  subject  to  sampling  error. 
Sampling  error  may  vary  widely  from  one  estimate  to  another.   Data  limitations 
are  discussed  in  SOI  publication,  1989  Corporation  Income  Tax  Returns. 

Source:   IRS. 
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Table  1.7:   Assets  of  Forelen-  and  U. S. -Controlled  Corporations  With  Less  Than 
$100  Million  in  Assets,  by  Income  Taxes  Paid.  1989 

Dollars  in  millions 


Foreign-controlled 
corporations 

U.S. -controlled 
corporations       | 

Distribution  by  taxes  paid 
of  companies  with  assets  of 
less  than  $100  million 

Assets 

Percent 

of  asset 

group 

Assets 

Percent 

of  asset 

group 

No  tax  paid 

$83,121 

53.3 

$674,634 

38.7 

Less  than  $10,000 

12,824 

8.2 

252,476 

14.5 

$10,000  under  $100,000 

20.237 

13.0 

318,014 

18.2 

$100,000  under  $1  million 

28,111 

18.0 

406.749 

23.3 

$1  million  or  more 

11,583 

7.4 

93,749 

5.4 

Total 

$155,876 

100.0 

$1,745,622 

100.0 

Note  1:   Totals  may  not  add  due  to  rounding. 

Note  2:   Figures  were  obtained  from  weighted  estimates  based  on  samples.  The 
weights  were  provided  by  IRS,  and  the  estimates  are  subject  to  sampling  error. 
Scunpling  error  may  vary  widely  from  one  estimate  to  another.   Data  limitations 
are  discussed  in  SOI  publication,  1989  Corporation  Income  Tax  Returns. 


Source: 


IRS. 
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Table  1.8;   Taxes  Paid  by  Foreign-  and  U. S. -Controlled  Corporations  With  Less 
Than  $100  Million  In  Assets,  by  Income  Taxes  Paid.  1989 

Dollars  in  millions 




Foreign-controlled 
corporations 

U.S. -controlled 
corporations 

Distribution  by  taxes  paid 
of  companies  with  assets  of 
less  than  $100  million 

Taxes 
paid 

Percent 

of  asset 

group 

Taxes 
paid 

Percent 

of  asset 

group 

No  tax  paid 

$0.0 

0.0 

$0.0 

0.0 

Less  than  $10,000 

13.9 

1.0 

1,584.9 

8.6 

$10,000  under  $100,000 

113.4 

7.9 

3,698.8 

20.1 

$100,000  under  $1  million 

553.7 

38.5 

7,465.8 

40.5 

$1  million  or  more 

756.4 

52.6 

5,699.9 

30.9 

Total 

$1,437.4 

100.0 

$18,449.4 

100.0 

Note  1:   Totals  may  not  add  due  to  rounding. 

Note  2:   Figures  were  obtained  from  weighted  estimates  based  on  samples.   The 
weights  were  provided  by  IRS,  and  the  estimates  are  subject  to  sampling  error. 
Sampling  error  may  vary  widely  from  one  estimate  to  another.   Data  limitations 
are  discussed  in  SOI  publication,  1989  Corporation  Income  Tax  Returns. 

Source:   IRS. 
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Table  1.9:   Individual  Components  of  Cost  of  Goods  Sold  as  a  Percentage  of 
Total  Receipts.  Corporations  That  Paid  Income  Tax.  1989 

Dollars  in  millions 


Foreign-controlled 
corporations 

U.S. -controlled 
corporations 

Tax  return  item 

Dollars 

Percent  of 

total 

receipts 

Dollars 

Percent 
of  total 
receipts 

Inventory,  beginning  of 
year 

$67,076 

8.8 

$438,345 

6.4 

Purchases 

411,087 

53.8 

2.330,816 

33.8 

Cost  of  labor 

24.742 

3.2 

331,336 

4.8 

Additional  section  263A 
costs* 

3,225 

0.4 

21,319 

0.3 

Other  costs" 

67,466 

8.8 

821,170 

11.9 

Inventory,  end  of  year*^ 

71,798 

9.4 

450,086 

6.5 

Total  cost  of  goods 
sold"" 

$515,291 

67.4 

$3,819,244 

55.4 

Total  receipts 

$764,162 

^^■H 

$6,892,907  ^^^^^1 

Note:   Figures  were  obtained  from  weighted  estimates  based  on  samples.   The 
weights  were  provided  by  IRS,  and  the  estimates  are  subject  to  sampling  error. 
Sampling  error  may  vary  widely  from  one  estimate  to  another.   Data  limitations, 
are  discussed  in  SOI  publication,  1989  Corporation  Income  Tax  Returns. 

"Section  263A  costs  are  costs  associated  with  items  that  must  be  capitalized 
under  the  uniform  capitalization  rules  enacted  by  Congress  in  1986. 

"other  costs  represent  any  costs  paid  or  incurred  during  the  tax  year  and  not 
already  included  in  the  line  items  above  it. 

''End-of-year  Inventory  is  subtracted  from  the  other  components  to  arrive  at 
the  cost  of  goods  sold. 

""The  total  cost  of  goods  sold  figure  does  not  equal  the  sum  of  its  components 
because  IRS  uses  the  cost  of  goods  sold  figure  reported  by  the  taxpayer  on  the 
return,  instead  of  computing  it  based  on  the  components.   IRS  personnel  told 
us  that  the  discrepancy  may  be  due  to  taxpayer  errors  and  the  failure  of  some 
taxpayers  to  submit  the  Schedule  A,  which  breaks  out  the  individual 
components . 
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Table  I. 10:   Individual  Components  of  Costs  of  Goods  Sold  as  a  Percentage  of 
Total  Receipts.  Corporations  That  Did  Not  Pay  Income  Tax.  1989 

Dollars  in  millions 


Foreign-controlled 
corporations 

U.S. -controlled 
corporations 

Tax  return  item 

Dollars 

Percent  of 

Total 

Receipts 

Dollars 

Percent 
of  Total 
Receipts 

Inventory,  beginning  of 
year 

$24,631 

12.1 

$110,754 

7.9 

Purchases 

108,391 

53.4 

515,787 

36.8 

Cost  of  labor 

7,441 

3.7 

68,566 

4.9 

Additional  section  263A 
costs' 

911 

0.5 

4,018 

0.3 

Other  costs'" 

25,629 

12.6 

168,131 

12.0 

Inventory,  end  of  year° 

25,794 

12.7 

107,286 

7.7 

Total  cost  of  goods 
sold" 

$141,952 

69.9 

$774,893 

55.2 

Total  Receipts 

$202,959 

■■■J 

$1,402,563 

■■■ 

Note:   Figures  were  obtained  from  weighted  estimates  based  on  samples.   The 
weights  were  provided  by  IRS,  and  the  estimates  are  subject  to  sampling  error. 
Sampling  error  may  vary  widely  from  one  estimate  to  another.   Data  limitations 
are  discussed  in  SOI  publication,  1989  Corporation  Income  Tax  Returns. 

"Section  263A  costs  are  costs  associated  with  items  that  must  be  capitalized 
under  the  uniform  capitalization  rules  enacted  by  Congress  in  1986. 

''Other  costs  represent  any  costs  paid  or  incurred  during  the  tax  year  and  not 
already  included  in  the  line  items  above  it. 

°End-of-year  inventory  is  subtracted  from  the  other  components  to  arrive  at 
the  cost  of  goods  sold. 

■"The  total  cost  of  goods  sold  figure  does  not  equal  the  sum  of  its  components 
because  IRS  uses  the  cost  of  goods  sold  figure  reported  by  the  taxpayer  on  the 
return,  instead  of  computing  it  based  on  the  components.   IRS  personnel  told 
us  that  the  discrepancy  may  be  due  to  taxpayer  errors  and  the  failure  of  some 
taxpayers  to  submit  the  Schedule  A,  which  breaks  out  the  individual 
components. 
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